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INSURANCE INVESTMENTS 


UNUSUAL FEATURES OF LIFE INSURANCE INVESTING* 


SHERWIN C. BADGER 
New England Mutual Life Insurance Company 


THE TITLE OF MY TALK today is “The Unusual Features of Life Insur- 
ance Investing.’ I suspect that most people who are not directly con- 
nected with investing life insurance funds would say that the chief 
characteristics of such investing is that it is stereotype. They have a 
vague idea that it is greatly restricted by law, that life companies hold 
nothing but the giltest of gilt-edged securities, that their investment 
policies are guided by the stodgiest, ultra-conservative ideas of trus- 
teeship. 

Maybe those were the characteristics of life insurance investing 
many years ago, but they certainly are not today. Both the laws gov- 
erning life insurance and the practices of the companies have moved 
with the times. Today the investing of the enormous sums flowing to 
life companies is anything but a narrow and circumscribed job; in- 
stead it is a fascinating career involving a constant search for new 
ways to meet new needs not only of the life insurance companies, but 
of the American economy. 

The particular things I want to stress may sound self-evident, but 
I believe they are not generally appreciated. Life insurance investing 
is unique. Its opportunities, its objectives, and its methods differ 
greatly from those of almost all investors, whether institutional or 
personal. One of the members of the finance committee of my com- 
pany, a man with a broad and distinguished business record, has told 


* This article by Sherwin C. Badger and the following two articles by George T. 
Conklin, Jr., and Harold G. Fraine, with discussions by Marshall D. Ketchum and 
Harry L. Severson, were presented at a joint session of the American Finance Associa- 
tion, the American Statistical Association, and the American Association of University 
Teachers of Insurance in Chicago on December 27, 1950. The general subject discussed 
at the session was “Insurance Investments.” The program was under the chairmanship 
of James J. O’Leary, Life Insurance Association of America. 
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me many times that the most difficult thing for him when he comes to 
our meetings is to be sure he has put on the right mental jacket. He 
says he keeps forgetting that he is not sitting on the trust committee 
of the bank of which he is a director, he is not passing on the invest- 
ments of his alma mater, he is not looking after his personal funds— 
instead he is investing for a life insurance company. What he con- 
siders to be axioms for some of these other investment problems may 
not be axioms at all for the life company; what might seem risky or 
inappropriate for a personal trust fund may well be sound and appro- 
priate for his life company. 

Now why is life insurance investing unique? Ask yourselves what 
other type of investor has the following combination, and I stress the 
word combination, of characteristics. 

- First, a life company is truly a long-term investor, because its 
liabilities are long term also. 

* Second, its cash inflow practically always (the exceptions are very 
rare) exceeds its cash outflow. 

- Third, it retains the bulk of its investment income and re-invests it 
at compound interest. 

» Fourth, its investment decisions are not significantly influenced by 
income tax considerations. 

Let me elaborate. First, as to the long-term nature of the business. 
The contractual liabilities of a life company extend for the most part 
over the lifetime of the policyholder. To an increasing extent, they 
extend as well over the lifetimes of the beneficiaries. Its investments, 
therefore, can be and usually are long term in nature. In spite of all 
the corporate refinancing of recent years, there are still on the books 
of my company many securities acquired more than fifty years ago— 
indeed I know of one security we acquired in 1844 and held for 101 
years. 

Second, as to the cash flow. Cash income and outgo differ markedly 
from bookkeeping figures of income and payments. For example, 
when an insured person dies, the beneficiaries often elect to leave the 
proceeds of the policy with the company. Thus though the benefits 
from the policy are recorded on the books as having been paid, the 
funds remain with the life company and no cash outflow occurs. 

The statement I made a moment ago that cash inflow practically 
always exceeds cash outflow may astonish you. The record, however, 
substantiates it. A most revealing study of this subject was made by 
the Association of Life Insurance Presidents in the 1930’s. It covered 
forty-five life companies holding a little more than 84 per cent of the 
assets of all United States legal reserve companies. Hence, it is repre- 
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sentative of the business as a whole. The results were summarized in 
an address before that Association on December 3, 1937, by Mr. John 
R. Hardin, who was then president of the Mutual Benefit Life Insur- 
ance Company of New Jersey. This showed that in the two worst de- 
pression years, 1932 and 1933, the cash income of these forty-five 
companies was approximately double the cash outgo. Cash received 
on account of premium income exhibited remarkable stability, falling 
from a peak of $2.5 billion in 1931 to a low point of only approximate- 
ly $2.2 billion in 1933. This stability can be attributed to the fact that 
with most families the payment for life insurance protection is one of 
the last items to be dropped from the family budget. Cash income 
from interest, dividends, and rents also remained almost constant dur- 
ing this trying period—a tribute to the broad diversification of invest- 
ments and to their quality. 

On the outgo side there was more fluctuation. This was due largely 
to a rapid expansion of payments made on account of surrendered 
policies. Total cash payments rose from about $1.1 billion in 1930 to 
a little over $1.5 billion in 1932, which marked the peak. 

It is an extraordinary fact that throughout this period of economic 
and financial stress these same life companies received in each of the 
depression years nearly a billion dollars in cash from maturities and 
repayment of loans plus a small amount from securities disposed of 
through sale. As a result of the excess of cash inflow from normal 
operations together with the repayment of investments, these com- 
panies were able to make new investments of more than $2 billion in 
every one of the depression years. 

Part of these new investments were in the form of cash policy loans 
which expanded very rapidly as the depression deepened. This de- 
mand for policy loans was handled by most companies by the simple 
expedient of slowing down the volume of other types of new invest- 
ments. 

It is of course true that there were some life companies that did 
have to liquidate securities during the depression years and there 
were a few that got into financial difficulties. These, however, were the 
exception rather than the rule. The over-all statement is still true that 
even in severe depressions the cash income of a well-managed life 
insurance company exceeds its cash outflow. 

One other feature of cash flow should be mentioned and that is its 
predictability. Cash income from normal operations can be forecast 
with great accuracy. Cash outflow cannot be forecast as closely, but it 
is still predictable within limits that are of practical use. The reason 
is, of course, that life insurance is held by many millions of people, 
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from all walks of life and in all parts of the country. They do not all 
do the same things at the same time, hence changes of trend are ob- 
servable long before a crisis is reached. 

A dramatic example of this is the experience of my own company 
during the stock market crash of 1929. Policy loans started an up- 
trend early in 1928 and in the spring of 1929 began to rise sharply, 
presumably because many people were borrowing to speculate in 
stocks. In May of 1929 the then financial vice-president of my com- 
pany decided that he did not like the trend and that the company 
should start preparing for a possible severe cash drain. The company 
therefore stopped making new investments. The cash drain came with 
a vengeance in the October-November stock market crash. In Octo- 
ber net cash policy loans rose from around $500,000 to nearly $1 mil- 
lion, and in November the figure was nearly $2 million. This unprece- 
dented cash drain was met easily from the accumulation of excess 
cash income during the five preceding months—in fact the vice-presi- 
dent has since remarked that he made a bad mistake by preparing at 
least three months before it was necessary! 

The demonstrated reliability and predictability of the flow of cash 
very obviously influence investment policy as to liquidity, as to what 
is bought and when. Also, cash flow is a major factor that should be 
considered in the valuation of life insurance investments. 

Take the matier of liquidity. There are some who feel that a life 
insurance company should, like a bank, have a primary reserve of 
highly liquid short-term government paper, and that its portfolio 
should have staggered maturities. A good many of us in the business 
question this. We believe that the experience over the past several 
decades has demonstrated clearly that liquidity for a life company 
/ <omes not from its ability to market its assets quickly, but rather from 
the inherent nature of its business and its resulting cash flow. Indeed, 
if there be any need for liquidity in the usually accepted meaning of 
the term, it is now amply supplied by the considerable volume of gov- 
ernment bonds now held by most life companies. Under the revised 
banking laws, these bonds can be discounted by life companies at the 
Federal Reserve Banks to meet an emergency. 

As most of you probably know, in the past few years life companies 
have been acquiring an expanding volume of bonds, notes, and pre- 
ferred stocks by what is known as direct placement, which Mr. Conk- 
lin will discuss in detail. Many people, without full knowledge of the 
facts, have wondered whether this may not be a dangerous practice. 
“Why,” they say, “these securities haven’t any market, you can’t sell 
them. You’re locked in until they mature.” But if there’s no reason- 





— — © 1D & of O&O DD 


aan am _ tet BO 


ill 
b- 


D> 
y, 
in 


ly 
ly 


9- 
1- 
P= 


i- 
at 





Unusual Features of Life Insurance Investing 81 


able likelihood that there will be any necessity to liquidate these 
direct placement securities, why should they cause any more concern 
than the ownership of real estate mortgages? Mortgages have no 
ready market either. Yet the ability of life companies to weather the 
storm of the 1930’s was in no way imperiled by the fact that they 
entered the depression with more than 4o per cent of their assets 
(about double the present percentage) invested in their mortgage 
portfolios. 

Another way in which the reliable cash inflow is important in the 
formulation of investment policy is that it permits “averaging.” - 
Money is available for new investing in bad years as well-as good, 
when prices are low as well as when they are high. There is no need 
to elaborate on this point, for you are all familiar with the excellent 
results that can be obtained by those who are fortunate enough to 
have a constant flow of new savings for investment. 

Perhaps I should mention one thing that might change the his- 
torical pattern of life insurance income and outgo. It is conceivable 
that if atom bombs should be dropped in this country, the life com- 
panies would be subjected to a double strain, a sharp rise in death 
claims on the one hand, and destruction of some of their investment 
assets on the other hand. My answer to this possibility is perhaps an 
evasion. It seems to me that if death claims should suddenly mount 
to a level that would require mass liquidation of securities, then there 
probably would be no market even for the highest-grade listed and 
actively traded bonds. Since life insurance companies, and similar 
types of savings institutions, are practically the only buyers of cor- 
porate bonds today, it is difficult to conceive who could be buyers in 
sufficient quantities if these institutions had to turn into large-scale 
sellers. In short, I do not believe that there is any known mechanism 
to maintain a liquidity which could withstand disaster of the magni- 
tude I have mentioned but which we all hope will never come to pass. 
Under such circumstances it seems to me a moratorium would be in- 
evitable. 

I am not going to discuss why I think cash flow is so important in 
the valuation of life company assets because I know Dr. Fraine will 
cover the subject far better than I could. I will say, however, that I 
feel strongly that year-end market quotations are utterly inappro- . 
priate as a criterion for valuation of any of the income-producing 
assets of life companies. These investments were acquired to produce , 
income. They were not acquired like merchandise inventories, for the 
distinct purpose of resale; nor, like short-term government securities, 
to serve as a reserve to meet unexpected emergencies. These invest- 
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ments are just as much the fixed capital of life companies as the mines, 
railroads, and plants of U.S. Steel represent its fixed assets. Think of 
the raised eyebrows among accountants, investors and the SEC if U.S. 
Steel should start writing up, or writing down, its capital account each 
year according to the vagaries of quoted prices for real estate and 
machinery! 

I should like to go back to the third point I mentioned at the start 
of my talk, namely, that life company investment income is largely 
retained and reinvested at compound interest. I cannot overemphasize 
the significance of this. Very few of us think in terms of compound 
interest and we forget that $1p0 left at compound interest at 3 per 
cent accumulates to $2.00 in about 23 years, which is a short time in 
life insurance calculations. This means that while the preservation 
and safety of original principal is important, it is by no means the 
only consideration for a life insurance company. The reliability of 
income and the rate of income become$ increasingly more weighty as 
the years go by. 1 

Let me give you an example which may sound exaggerated, but is 
nevertheless true. One of the first three investments made by my 
company happened to be the common stock of a corporation which at 
that time was still in the blue-print stage. This corporation ultimately 
went into receivership and my company sold the investment 1o1 years 
later and took a 57 per cent loss on principal. But during our r1o1 
years of ownership, we received dividends totaling 839 per cent of the 
original investment and most of this income was retained and rein- 
vested. Put another way, even though the investment went very sour 
and involved an ultimate capital loss of 57 per cent, we received an 
average annual return during our ror years of ownership equal to 77 
per cent. Thus income can be very much more important than the 
preservation of original principal. 

I would like to give you another illustration which perhaps is a little 
more practical. As you know, the decade of 1930 was catastrophic to 
the finances of most of the railroads in this country. One hundred and 
nine railroads representing 33 per cent of the mileage in the nation 
were in receivership at the end of the decade. Railroad credit received 
a blow from which it has not yet recovered—indeed you will still find 
plenty of investors who say they would not touch a railroad security 
with a ten-foot pole. 

You may be interested in what this period of adversity did to the 
rail portfolios of life companies. The figures I shall quote are based 
on a study by the Investment Research Committee of the Life Insur- 
ance Association of America of the eighteen largest life companies 
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from 1928 through 1949. These companies started the period with 
railroad bond holdings totaling about $2.6 billion, and at the end of 
1949 their holdings were about the same, $2.7 billion. Capital-wise the 
rail portfolio took a bad beating, for these companies reported accu- 
mulated net capital losses during the period of nearly $153 million, a 
tidy sum. 

But let us look at the results in true perspective. Although, as men- 
tioned, they absorbed net losses of $153 million, the income they re- 
ceived on these rail bonds during the period amounted to nearly 15 
times as much, or to $2.3 billion. Thus, even after absorbing all these 
losses, the cumulative net annual rate of return on their railroad bond 
portfolio was 3.74 per cent. The capital losses averaged only 0.27 per 
cent per year, a surprisingly small figure when you remember what 
happened in the railroad field during the past twenty years. 

The proof of the pudding that income and its retention is all impor- 
tant in life insurance investing can be shown from another com- 
parison of the experience of these eighteen companies. You will 
remember I said that the average annual capital loss on railroad 
bonds was 0.27 per cent. By contrast, these same companies showed 
an annual average capital gain of 0.26 per cent in public utility bonds, 
of 0.24 per cent in industrial bonds and of 0.22 per cent in United 
States government bonds. Yet the over-all net result of income plus or 
minus realized capital losses shows that the railroads, far from being 
the worst investment, were close to the top. The net over-all accumu- 
lated average annual rate of return was highest for utilities, 3.86 per 
cent, rails came next at 3.74 per cent, industrials were well down at 
3.41 per cent and government bonds were a poor last at 2.74 per cent. 
If the income receipts had been figured at compound instead of simple 
interest, I venture to say that railroads would have made the best 
showing of all. 

Now by this I do not for a minute wish to infer that the way to 
invest life insurance money is to buy poor quality securities carrying 
high rates of interest. Investment standards cannot be neglected or be 
given second place. What I do want to emphasize is that the retention 
and compounding of income is much more important a factor in over- 
all results than is generally appreciated, that it can overcome many 
inevitable errors in investment judgment and many losses resulting 
from unpredictable events. 

There is not time today to go into the details of the significance of 
federal income taxes on life insurance investment policy. As many of 
you know, about nine-tenths of investment income for the companies 
as a whole is needed to build up policy reserves as calculated by the 
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actuaries. This part of investment income is treated by the Internal 
Revenue Department as an expense item. Hence, only about one- 
tenth of total investment income is subject to federal income taxes. 
Obviously this tax factor is not a major determinant of investment 
policy, which is in sharp contrast to the situation in personal and 
many other types of investing. 

Now what are some of the conclusions that may reasonably be 
reached from these special characteristics of life insurance investing 
that I have sketched. The more I study the subject, the more strongly 
I come to one fundamental conclusion. It is that the mechanism and 
structure of life insurance was so marvelously designed by the pio- 
neers of the business a century or more ago and has since been so 
improved in countless ways that it offers a vehicle for investing that is 
close to impregnable and yet is remarkably flexible. 

At a recent life insurance meeting, someone facetiously remarked 
that it would take a man of unbelievable incompetence or of diabol- 
ical cleverness or outright crookedness to ruin a life company, and 
that in a few cases such men had succeeded in breaking a company. 
That is an overstatement, of course, because the business is not fool- 
proof. What I should like to emphasize, however, is that the investing 
of life insurance funds, whether measured in millions or billions, is 
not dependent upon financial geniuses—and that is a fortunate thing. 
What is required of investment management is sound technical knowl- 
edge, experience, common sense, and reasonable judgment, and, of 
course, unquestioned integrity. 

I would like to add one other quality which I believe is desirable in 
those who guide investment policy, and that is imagination. It seems 
to me the basic characteristics of life insurance investing offer great 
opportunities for widening our horizons as to new ways life insur- 
ance funds may most usefully be employed for the good of the whole 
nation. If life insurance is to meet its share of the critical challenges 
of today and tomorrow, we must fully understand the marvelous tools 
that have been put at our disposal, and we must have the courage to 
use them to their full effectiveness. 
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DIRECT PLACEMENTS 


GEORGE T. CONKLIN, JR. 
The Guardian Life Insurance Company of America 


THE IMPORTANCE OF DIRECT placements as a method of distributing 
corporate bond issues is attested to both by the fact that such issues in 
the last ten years have totaled almost $15 billion, and by the fact that 
discussion of the problems raised thereby has consumed many thou- 
sands of pages of testimony before legislative committees, state and 
federal. This paper, after consideration of a definition of direct place- 
ments, will give some brief historical data and some current factual 
data, and will then treat some of the more important economic aspects 
of this method of distributing securities. An attempt will be made to 
view the situation from the objective viewpoint of an economist rather 
than from the interested viewpoint of an investment man. 


DEFINITION 


For the purpose of this paper a direct placement (often called private 
placement) will be considered as an issue of securities with a maturity of 
over five years and usually ten years or longer, the terms of which are 
negotiated directly between the borrower and the lender, with or with- 
out the aid of an intermediary, and title to which passes directly from 
the borrower to the lender. The important points of contrast with the 
publicly underwritten issue are: (1) the negotiation of the terms, in 
which negotiation the lender plays a very significant part contrasted to 
the publicly underwritten security in which the lender plays no direct 
part, and, (2) the direct passage of title from the borrower to the lender, 
as contrasted to the underwritten issue in which the title passes first to 
the underwriter and then to the lender. 


History OF DIRECT PLACEMENTS 


Most people associate direct placements with the passage of the Se- 
curities Act of 1933 which provided that security issues offered to the 
general public had to be registered with the SEC and a registration 
statement filed therewith, whereas issues in which there was no offering 
to the general public (hence called private) did not have to go through 
the registration process. Actually, however, as Fraine has pointed out, 
from 1900 to 1933 there was no year in which there were no direct place- 
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ments; in several years such issues amounted to more than 10 per cent 
of the volume offered publicly and in one year amounted to more than 
one-fifth of such volume." 

Adequate data on direct placements dates from the collection by the 
SEC of such data beginning in 1934; prior to that time the statistics are 
very limited and probably understate the amount of such financing. 

Since 1933 direct placements have grown substantially in volume and 
as a percentage of total offerings. In 1948 and 1949 such issues totaled 
$3,008,000,000 and $2,453,000,000 respectively, and amounted to over 
50 per cent of all corporate bond issues. The table below gives the 
relevant data from 1934 to date. 


TABLE 1 


A SEVENTEEN-YEAR SUMMARY OF CORPORATE BoONDS* PUBLICLY 
OFFERED AND DrrRECTLY PLACED IN EACH YEAR—1934 
THROUGH 1950—BY CALENDAR YEAR 
(Millions of dollars) 


Percentage 
of Total 
Total Publicly Placed Placed 
Year Offerings Offered Directly Directly 
ree 372 280 92 24.7 
eee 2,225 1,840 385 a9.3 
SOGD....+0++ €,088 3,660 369 9.2 
er 1,291 327 20.2 
Sree 1,353 691 33.8 
1939..-----. 1,979 1,276 793 35-5 
a Se 1,628 758 31.8 
| a 1,578 811 33-9 
| 917 506 411 44.8 
DR ccs aees 990 621 369 37-3 
BRE. cviesess De 1,892 778 29.1 
anata’ 4,855 3,851 1,004 20.7 
ere 4,882 3,019 1,863 38.2 
ee 5,036 2,889 2,147 42.6 
RS 5,973 2,965 3,008 50.4 
1949........ 4,890 2,437 2,453 50.2 
TQSOT....... §,206 2,966 2,240 43.0 


* Bonds, notes, and debentures. 

t Preliminary figures estimated on basis of figures through July, 
1950. 

Source: Financial Analysis Section, SEC. 


DIRECT PLACEMENT BY TYPE OF INDUSTRY 


The significance of the statistics on the total volume of direct place- 
ments compared to offerings is reduced considerably by the fact that 
there is such a wide variation from one industry to another (see Table 
2). Consequently, the change in the percentage of direct placements to 


1. H. G. Fraine, ‘‘Direct Sale of Security Issues,” Journal of the American Associ- 
ation of University Teachers of Insurance (March, 1949), pp. 40-42. 
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total bond offerings from one year to another or over a period of years 
may merely reflect a changed composition of security offerings rather 
than a basic tendency toward or away from direct placement. 
Comparable statistics covering total corporate bond offerings by in- 
dustry and direct placements of bonds by industry over a period of 
years are not presently available, and constitute a serious gap in direct 
placement statistics. However, based upon piecing together available 
information for 1948 and 1949, direct placements would appear to com- 
prise approximately 25 per cent of public utility bond offerings, less 
than 1 per cent of railroad bond offerings and perhaps in excess of 85 


TABLE 2 


ALL PRIVATE PLACEMENTS CLASSIFIED BY Major INDUSTRY 
(Estimated 1934-50 Gross Proceeds in Millions of Dollars) 


Industrial Financial 
and and Real 
Year Total Utility Miscellaneous Railroad Estate 
ee 92 48 42 I ° 
1Q35---+-+--es 387 152 194 4 37 
SRS eee 373 218 105 16 34 
| errr 330 61 244 20 5 
Se ata: are overs 692 299 384 8 I 
a 706 457 144 20 85 
ORR oe 765 391 289 9 112 
Ns APE 813 438 271 20 64 
SRS eer 420 190 223 6 2 
Ee ee 372 IOI 230 39 2 
eee 787 297 392 g! 6 
WES; sac ouse 1022 290 682 21 29 
OES sec 4c seo 1917 325 1408 35 149 
AS rere 2235 529 1541 I 164 
Sioa ste waa aa 3087 636 1972 5 473 
ee 2502 976 1099 2 425 
Ist6mos.1950*. 1122 454 390 10 267 


* Not strictly comparable with figures for 1948 and prior years due to 
some reclassification. 


Source: Financial Analysis Section, SEC. 


per cent industrial and miscellaneous bond offerings. There appears to 
be wide variation also within the public utility field; thus in the case of 
electric companies direct placements comprise less than 20 per cent; 
gas, reflecting the high percentage of direct placements in natural gas 
transmission companies, 55-65 per cent; telephone, less than 5 per cent; 
transportation other than railroad, almost 100 per cent. One possible 
partial explanation for the higher percentage of total bond offerings 
accounted for by direct placements in 1948 and 1949 compared to pre- 
war years is the greater relative importance of industrial issues in total 
offerings for those years. 
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DIRECT PLACEMENT BY TYPE OF SECURITY 


The overwhelming preponderance of direct placements is in corpo- 
rate bonds; in 1948, for example, almost 98 per cent were bonds, slightly 
less than 2 per cent were preferred stocks, and a negligible fraction were 
common stocks (see Table 3). Direct placements may therefore be con- 


TABLE 3 
ALL PRIVATE PLACEMENTS CLASSIFIED BY TYPE OF SECURITY 
1934-50 
(Estimated Gross Proceeds—Millions of Dollars) 
Debt Pfd. Common 
Year Total Issues Stock Stock 
1934 . 92 92 ° ° 
1935 - 387 385 2 ° 
1936 - 373 369 I 3 
1937 - 330 327 3 ° 
1938 ‘ 692 691 I ° 
1939 706 703 3 re 
1940. 795 758 2 5 
194! 813 811 I I 
1942 . 420 411 9 ° 
1943 - 372 369 ° 3 
1944 . 787 778 7 2 
1945 . 1022 1004 II 7 
1946 IQI7 1863 42 12 
1947 . 2235 2147 79 9 
1948 . 3087 3008 60 19 
1949 2502 2453 49 
1950T 1122 1107 14 


* Less than 500,000. 
t First six months. 
Source: Financial Analysis Section, SEC. 


sidered a debt phenomenon as of today, and only direct placements of 
bonds are considered in this paper. 


DIRECT PLACEMENTS BY TYPE OF LENDER 


The life insurance companies completely dominate the direct place- 
ment field accounting for over go per cent of such issues in each of the 
last several years. Banks are next in importance, accounting in 1949 for 
slightly less than 5 per cent, and private pension funds are next with 
somewhere in the neighborhood of 2—3 per cent. Insurance companies, 
other than life, and all other institutions accounted for less than 1 per 
cent in 1949. Table 4 gives the relevant available statistics. 


IMPORTANCE OF DIRECT PLACEMENT IN INVESTMENT PORTFOLIOS 
oF Lire INSURANCE COMPANIES 


Direct placements are of great importance in life insurance invest- 
ment portfolios. The investment research staff of the Life Insurance 
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Association of America has compiled data concerning the holdings of 
twenty-eight life insurance companies, including the twenty-two larg- 
est, which shows that direct placements accounted for 53.5 and 55.8 per 
cent of total corporate bond portfolios in 1948 and 1949 respectively. 
Moreover, in the year 1949, approximately 72 per cent of the corporate 
bond acquisitions of these companies were direct placements. 


TABLE 4 


CoRPORATE Bonps PLACED DIRECTLY 
(Percentage of Total Amount Purchased by Various Investors) 
g ) 


Type of Investor 1940 1941 1942 1943 1947 1949 

Life insurance companies... 88.1 93-4 94.8 91.9 93.0 90.5 
Other insurance companies. . I a ee < 3 4 
Sc eautdis cord see Kena 33.2 5-9 4.8 6.2 2.7 4.9 
Other institutions.......... 5 5 4 8 3.5 5 
Individuals and corporations I I ieee i 4 3.6T 
eee ° _ ws . ‘2 I 
, ere ce §69.0 100.0 100.0 100.0 100.0 100.0 


* Figures for the years 1940-43 were taken from work sheets prepared some years ago 
and the distribution apparently did not cover a small number of issues where identity of 
purchasers was unknown. This probably does not seriously impair the use of the figures, 
however. 


+ The increase in 1949 largely reflects purchases by private pension funds which are in- 
cluded in this category. 


Source: Financial Analysis Section, SEC. 
TABLE 5 
CORPORATE BONDS 
COMBINED PORTFOLIOS 


28 Lire INSURANCE COMPANIES 
(Millions of Dollars) 


DrrEcT NON-DIRECT TOTAL 
Per Per Per 
Amount Cent Amount’ Cent Amount Cent 
December 31, 1940 
Railroad... . $ 260.5 9.5 $2,477-7 90.5 $ 2,738.1 100.0 
Utility...... 3,451.1 40.6 5,050.8 59.4 8,502.0 100.0 
Ind. & misc.. 7,210.9 .5 324.7 133.5 8,335.6 100.0 
Total... $10,922.4 55.8 $8,653.2 44.2 $19,575.6 100.0 
December 31, 1948 
Railroad. . . $ 258.3 9.4 $2,496.1 90.6 $ 2,754.5 100.0 
ee 3,011.0 39.5 4,621.3 60.5 7,632.3 100.0 
Ind. & misc.. 5,978.4 86.7 oey.z 33-3 6,893.4 100.0 
Total.... . e,a47-79 43-5 $8,032.5 46.5 $17,280.2 100.0 


Nore: Valuation basis is cost, not book value. Components may not add to totals due 
to rounding. Percentages were computed from unrounded figures. 


Source: Life Insurance Association of America. 
REASON FOR GROWTH OF DIRECT PLACEMENT 


A great many people have felt that direct placements were caused 
largely by the registration process necessary for public offerings under 
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the Securities Act of 1933. They reason that the high cost of registra- 
tion, the civil and criminal liabilities connected therewith, the red tape, 
inconvenience, and delay caused by registration have led corporate 
management to avoid registration by direct placements of securities. 

While it is true that the passage of the Securities Act of 1933 with its 
exemption for direct placements in all probability gave impetus to this 
method of financing, it is my opinion that much more fundamental 
economic forces are responsible for its subsequent growth. This is a 
conclusion which has also been reached by Fraine in his paper before 


TABLE 6 


DETAIL OF Cost OF FLOTATION OF BONDS AS A 
PERCENT OF Gross PROCEEDS 
(Three years, 1945-47) 
Per Cent 


of Gross 
Detail of Costs Proceeds 
Total cost of flotation................. 1.43 
Commission and discount ae 3 . 0.88 
Other expenses ; . 
Detail of other expenses: 

Not affected by registration........ 0.27 
Exchange listing............... 0.01 
Federal revenue stamp taxes. . 0.09 
State fees and taxes... 0.03 
Trustees, transfer agents, etc. 0.14 

Partly affected by registration. . 0.27 
Printing and engraving 0.13 
Legal fees and expenses ; 0.08 
Accounting fees and expenses. . 0.02 
Miscellaneous......... 0.03 


Entirely attributable to SE Cc registration 
SEC registration fee. . ere ol 
Number of flotations....... > 5 


° 


Source: Survey of American Listed Corporations. 
Cost of Flotation, 1945-47 (Washington, D.C.: Securi- 
ties and Exchange Commission, February, 1949). 


this group two years ago, by Wilde in his paper given in October this 
year before the American Life Convention, and by Corey in his article 
in the November issue of the Harvard Business Review. 

The additional costs of offering a security publicly which can be 
traced to the registration requirements of the Securities Act of 1933 are 
but a small part of total distribution costs. The latest statistics available 
on this question are contained in a study of the SEC entitled, Cost of 
Flotation, 1945-1947, published in 1949. Table 6 below clearly brings 
out these facts. Thus, for the three-year period 1945-47, of total flota- 
tion costs of 1.43 per cent of the gross proceeds of 135 bond issues, costs 
of flotation attributable entirely to registration amounted to only 0.01 
per cent; expenses partly attributable to registration amounted to 0.27 
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per cent, and expenses not affected by registration amounted to 1.15 per 
cent. Thus, over 80 per cent of the cost of publicly offering a bond was 
accounted for by costs not affected by registration. It must be quite 
clear, therefore, that the avoidance of the expense of registration is not 
a major factor in leading corporations to finance privately. Other costs 
of distribution which can be saved by direct placement are far more 
important; for example, underwriting commissions and discounts which 
amount to more than 60 per cent of the total flotation costs can be 
materially reduced or even eliminated in direct placement. 

The other disadvantages of registration mentioned above, namely 
criminal and civil liabilities, delay, and red tape may be of controlling 
importance in isolated cases but, in general, they are not of decisive 
importance in connection with bond financing. In the 1941 congres- 
sional hearings on a proposed amendment to the Securities Act to re- 
quire registration for all direct placements over $3,000,000, the SEC 
took the position that such a requirement was not necessary because the 
large lender did not need the protection, and because it would not in 
their opinion reduce the volume of direct placements. 

There are a number of fundamental economic forces which led to the 
widespread development of direct placement, and they are all inter- 
related. The first such development was the changed supply-demand 
relationship in the market for corporate bonds. Up until the early 
1930’s the supply of private debt increased more than enough to take 
care of investment requirements of institutional investors. Corporate 
long-term debt reached a peak just before the passage of the Securities 
Act of 1933, and declined steadily thereafter until the expansion in 
debt following World War II. While corporate debt was declining about 
$10 billion, insurance assets were increasing about $30 billion. More- 
over, since the normal outlet for bank assets, namely bank loans, had 
declined considerably, the demand on the part of banks for corporate 
bonds increased. Thus, a complete reversal of the supply-demand pic- 
ture took place almost coincident with the passage of the Securities Act 
of 1933. At the same time institutional investment interest in industrial 
bonds increased markedly; prior to the thirties insurance companies 
invested relatively little in industrial bonds; during the thirties, insur- 
ance companies began to invest considerable sums in such bonds. This 
was the result of several factors; in the first place the whole railroad 
bond field, which had been the primary bond investment medium for 
insurance investment, fell into disrepute as a result of the experience of 
the 1932 depression; secondly the investment repute of industrial bonds 
increased during the thirties, and they became a natural outlet for insti- 
tutional funds; lastly the New York Insurance Law was amended in 
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1928 to allow insurance company investment in unsecured corporate 
obligations, which greatly facilitated the investment of the large New 
York companies in industrial bonds. This was a significant development 
because, as has been pointed out, direct placements are most important 
relatively in the industrial field. 

As a result of this basic change in the demand-supply relationship 
affecting corporate bonds, and as a result of government fiscal policy 
interest rates sharply declined. This decline in interest rates coupled 
with the taxation policy of the federal government had two very impor- 
tant results which had considerable influence on the development of 
direct placements. Corporate borrowers turned heavily toward financ- 
ing their capital needs by issuing bonds. Not only was equity financing 
difficult, but it was extremely expensive when compared to bond financ- 
ing at low interest rates, with interest a deductible item for income 
taxes. At the same time individual investors who had been heavy in- 
vestors in corporate bonds during the twenties found them increasingly 
unattractive due to the lower interest rates and high personal income 
taxes. Consequently, the individual largely dropped out of the corpo- 
rate bond market; this was largely the result of his being priced out. 
The low yield on bonds, particularly after income taxes, was insufficient 
to attract him, and he turned to the tax-exempt municipal market. This 
interest of the individual investor in the municipal market, coupled 
with that of corporate investors and trust funds, in turn priced the in- 
surance companies, who derived little benefit from tax-exempt securi- 
ties, out of the municipal market and heightened their interest in the 
corporate bond market. When all these factors are put together I be- 
lieve we have the real forces which led to direct placements. 


EFFECTS OF DIRECT PLACEMENT ON THE FUNCTIONS 
OF INVESTMENT BANKERS 


In the twenties and prior years, insurance companies and banks were 
far from a dominant influence in the corporate bond market; the supply 
of investment outlets was more than ample to take care of their needs 
and there was no real investment problem. Interest rates were rela- 
tively high, and income taxes relatively low, consequently the individ- 
ual was interested in corporate bonds for investment. The small in- 
vestor thus was a very important part of the market, and almost any 
issue of corporate bonds had to be widely distributed in order to secure 
its success. This meant that investments had to be “sold,” and a large 
sales force was essential. The developments outlined above changed all 
this; with the decline in suitable investment outlets there arose a serious 
investment problem for institutional investors. They became hungry for 
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bonds, and their greatly increased investment funds enabled them to 
more than supply total corporate debt requirements. Thus, the suc- 
cess of any issue of corporate bonds no longer required widespread dis- 
tribution; it could be distributed to a few institutional investors, who 
were eager to secure the opportunity to invest large sums in a qualified 
issue. Not only was a widespread distribution of bond issues unneces- 
sary to their success; it would have been highly impractical, because the 
small investor was no longer interested in such issues. Consequently, 
investment quality bond issues largely “sold” themselves. There was 
literally no real “selling”’ problem. Is it any wonder that a distribution 
mechanism which was appropriate to the conditions of the twenties and 
prior years would undergo fundamental changes when faced with the 
greatly changed conditions of the thirties? The key factor in bond dis- 
tribution prior to the thirties was the underwriter. Four functions 
might be enumerated: (1) to provide the contact between the borrower 
and the lender, (2) to serve as consultant to the borrower, to advise him 
concerning his financing problems in general and on the terms of any 
particular bond issue, (3) to provide a degree of protection for the small 
investor, (4) to employ a large force of salesmen to distribute the se- 
curities. 

Now what functions would it have been logical to expect to change? 
Certainly it would be logical to expect a change in (4), likewise in (3), 
and to some extent in (1). Direct placement reflected these changed 
needs and functions. On the other hand consider the fields where these 
changed conditions do not apply—where the small investor has an in- 
terest and in which his buying power is important—such as for example, 
municipal bonds and stocks, particularly common stocks; here direct 
placement is at a minimum and the underwriter is important in all four 
functions. 

At this point it is worth while to note that one of the foregoing condi- 
tions has changed since the thirties; the thirties were characterized pri- 
marily by financing for refunding purposes with total corporate debt 
declining. Since 1945, however, large-scale financing for new capital 
needs has taken place and long-term corporate debt has increased 
sharply. That direct placement has increased in importance during this 
latter period is evidence of its fundamental importance. 

So long as conditions approximating those now present continue, it is 
logical to expect that the system of distribution of investment quality 
bonds will continue to circumvent at least in part those functions of the 
underwriter which are no longer as economically necessary as they once 
were under different conditions. Whether or not direct placements as 
they are defined in this paper constitute the ultimate answer to the 
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changed conditions is a moot question; but some change along these 
lines was definitely indicated. Merely to change the law to require regis- 
tration of all larger direct placements would not alter these economic 
forces; such a change in the law would, however, reduce the flotation 
cost advantage of direct placement, and reduce certain other advan- 
tages of direct placement. The net effect of such a change in the law, in 
my opinion, would be to curtail the volume of direct placements, but 
probably not seriously so. 


THE SMALL COMPANY IN DIRECT PLACEMENTS 


An opinion held in many quarters and often voiced in congressional 
hearings is that direct placements benefit the giant corporations and 
that they are not available to the small borrower, who is elbowed aside. 
Nothing is further from the truth. The fact of the matter is that the 
small borrower derives far greater advantage from direct placement of 
securities than does the larger borrower. Consider the position of the 
small relatively unknown company which nevertheless is a sound long- 
term credit risk. What are its alternatives when it wishes to raise 
money? Equity money is difficult to raise and extremely costly. This 
problem is so much treated elsewhere that it need not be considered 
further here. As to debt financing, the borrower can go to his bank and 
get a commercial bank loan payable on demand in sixty or ninety days 
or a year; such financing is not at all suited to his need for capital 
investment which is of a long-term nature. Such financing is as a matter 
of fact very dangerous to him; the bank’s lending policy may change 
and change suddenly as a result either of changed local conditions or a 
change in conditions beyond its control such as Federal Reserve policy. 
This may cause the bank to call in the loan, or curtail any additional 
lending, and the businessman finds all his plans upset; if he has used the 
money for fixed asset investment, he may face bankruptcy; if he has 
used it to finance an increased sales volume, he may find it necessary to 
drastically curtail sales with resulting possible losses. A businessman 
can never safely plan over the longer term if he is relying on the con- 
tinuing availability of short-term bank money. In some cases the busi- 
ness man may secure a term loan from his bank, repayable over a period 
of five years. This represents a heavy repayment and in the event of 
poor business conditions may cause him to default. Moreover, the avail- 
ability of such term credit depends in great degree upon the availability 
to the bank of regular short-term commercial loans, which are and 
should be the basic instrument for commercial bank lending. Thus, if 
plenty of commercial loans are available, little or no term money will be 
available from the banks, and this is the situation which is apt to pre- 





Direct Placements 95 
vail when there is great need on the part of the small business for new 
money. 

, What then about a public offering of the bonds of such a business? 
| In the first place, this may not be a real alternative, for no underwriter 
may be interested in his small issue; secondly, if he can find an under- 
| 
TABLE 7 
SuMMARY OF CosT OF FLOTATION AS A PERCENTAGE OF GROSS PROCEEDS 
BY TYPE OF SECURITY AND SIZE OF FLOTATION, THREE YEARS, 1945-47 
SIZE OF BoNnpDs Common STOCKS 
FLOTATION Comm. Comm. 
(Millions No. of Cost of and Other No. of Cost of and Other 
of Dollars)* Flot. Flot. Discount Exp. Flot. Flot. Discount Exp. 
Under o.5.. : rae or oe 13 27.90 22.72 5.17 
0.§- 1.0.. 6 8.68 5.56 3.12 51 18.65 15.48 3-17 
~ r.o- 2.0.. II 5.88 3.74 2.14 61 14.39 12.15 2.23 
f 2.0- §.0.. 39 2.92 1.65 1.28 49 10.13 8.73 1.40 
§.0-10.0.. 27 2.16 5.33 I .04 21 7.64 6.77 0.87 
e I0.0-20.0..... 32 2.02 1.31 ©.70 8 7.95 7.36 °.59 
nq 30.0-50.0..... 41 1.58 1.07 0.51 2 8.21 7.88 0.33 
50.0and over.. 39 1.04 0.64 °.39 ° band bes ae 
e Allsizes....... 197 1.33 0.84 ©.49 205 10.03 8.83 1.20 
Ss * Only two bond issues under $500,000 were included in this study over the three years 
| and are omitted because they are not considered a sufficiently large sample to be typical of 
the class. 
d Source: Cost of Flotation, 1945-47. 
Ss 
a TABLE 8 
oJ Cost or FLOTATION OF NEw Issues AS A PERCENTAGE OF GROSS 
e PROCEEDS BY ASSET SIZE OF COMPANY 1945-47, 
a ALL TypEs OF SECURITIES 
- Asset Size of 
il Company Percentage Percentage Percentage 
(millions of No. of Cost of Commission Other 
e of dollars) Flot. Flot. and Disc. Exp. 
1S OS eee 71 16.94 14.95 1.99 
‘ RS Be ctncon ie 12.44 10.31 2.3 
O  30....... Bes 7.77 6.46 1.31 
n IO- 20. ee oo 5.09 4.02 1.08 
20- 50 -. 98 3-09 2.33 0.76 
a- 50-100. . 3. 2.17 1.56 0.61 
i- 560-200...... 46 1.89 1.39 0.50 
200-900....... 30 1.46 1.04 °.41 
rd 500 and over... 21 1.01 0.63 0.39 
of All sises....... 715 2.48 1.88 0.60 
il- Source: Cost of Flotation for the Years 1945-47. 
ty 
id writer, the cost of a public offering will be very high, often prohibitively 
if so. And the smaller the issue, the higher will be the percentage cost of 
be public distribution. Tables 7 and 8 will illustrate this point. 
e- Tables 7 and 8 contain data covering approximately go per cent of 
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the securities offered for cash sale to the public through investment 
bankers. The first important point to note is that there were only two 
bond issues under $500,00c and only eight under $1,000,000. This in 
itself is an indication that the public market is not a real alternative for 
the small borrower or the small issue. Secondly, it can be seen that for 
six issues between $500,000 and $1,000,000 the cost of flotation 
amounted to 8.68 per cent of the gross proceeds. This is a very high 
cost indeed; translated into interest rate cost, it would mean that a 
small issue which might command a rate of 4.00 per cent from the in- 
vesting public would actually cost the borrowing company somewhere 
in excess of 5.00 per cent, or an increase of over 25 per cent in his effec- 
tive interest cost. Compare this to the situation at the other extreme in 
size, namely, issues $50,000,000 and over where the total cost of flota- 
tion amounts to only 1.04 per cent as against the 8.68 per cent. When 
translated into interest cost on a typical issue of this size it would mean 
that an issue which would command a 3.00 per cent rate from the in- 
vesting public would cost the borrower approximately 3.06 per cent. 
Thus, the additional effective interest cost to the small borrower was 
approximately 1.12 per cent, as against 0.06 per cent for the large bor- 
rower. This is a striking difference. 

In the face of this high cost of public offering for the small borrower 
and the small issue, it would be logical to expect the small borrower to 
turn a hopeful glance toward direct placement in the hope of securing 
necessary financing on a basis suited to his needs. 

What would a small issue like this cost the borrower in the way of 
flotation expenses if he were to sell it directly. Unfortunately, no sta- 
tistics are available on this subject. From my own experience, however, 
I have seen issues of $500,000 or less which have been floated directly at 
a cost as low as one-half of 1 per cent, and I have seen such issues 
placed at a cost as high as 2 per cent. Undoubtedly, in some instances 
the costs may have been higher than this. But in any event I do not 
think that it can be seriously questioned that direct placement drasti- 
cally reduces the cost of flotation of a small issue when compared to a 
public offering. This is definitely not true in the case of the very large 
issue; in the example cited above if all the costs of public flotation were 
to be saved by direct placement, it would only have saved 0.06 per cent 
on the interest cost, and the actual theoretical saving is nearer 0.03 per 
cent. 

What then is the statistical evidence to support the foregoing conclu- 
sions? There is certain evidence available. In the first place, based upon 
the study of Ebasco Services entitled “Analysis of Public Utility 
Financing, 1949,” we made a tabulation of the public utility bond issues 
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offered in 1949 by size of issue and method of distribution which reveals 
that all of the small issues go directly, and as the size of the issue in- 
creases a larger and larger percentage goes through the competitive 
bidding process. Thus, for issues $1,000,000 or less, 100 per cent went 
directly ; whereas for issues of $10,000,000 and over only 22 per cent of 
the number went direct. If dollar volume is considered the same results 
are shown; of the total dollar volume of all issues $1,000,000 or less 100 
per cent was placed directly; this percentage declines steadily with the 
increase in size of issue, and with those over $10,000,000 only 17 per 
cent of the total volume went directly. 


TABLE 9 


PuBLic OFFERING OF PuBLic Utiiity Lonc-TErmM Dest 
SECURITIES, 1949, BY TYPE OF OFFERING AND 
BY SIZE OF IssSUE 
(Excludes offerings by Subscription and Pipe Line Issues) 
NEGOTIATED 


COMPETITIVE DIRECT PuBLIC 

BIDDING PLACEMENT OFFERING TOTAL 
SIZE oF ISSUE Per Per Per Per 
(DOLLARS) No. Cent No. Cent No. Cent No. Cent 
1,000,000 and less... ° ° 29 100 ° Sea 29 100 
1,000,09I— 2,000,000 2 7 25 93 ° a 27 100 
2,000,00I— 5,000,000 21 47 22 49 2 4 45 100 
5,000, 00I—10,000,000 28 70 8 20 4 10 40 100 
10,000,001 and over... 24 75 7 22 I 3 32 100 
Total : pe 75 gl ; 7 173 ; 
Per Per Per Per 
Amt. Cent Amt. Cent Amt. Cent Amt. Cent 

(000) (000) (000) (000) 

1,000,000 and less ° 19,700 100 ° 19,700 100 
I ,000,00I— 2,000,000 4,000 10 38,600 go ° . 42,600 100 
2,000,00I— 5,000,000 75,900 49 71,600 46 6,829 5 154,300 100 
5,000 ,O0I—10, 000,000 244,500 72 64,700 19 31,723 9 340,900 100 
10,000,001 and over. . 688,027 77 150,900 17 56,660 6 895,600 100 

; ... 1,012,400 345,500 95,212 1,453,000 


Source: Tabulation from data in Analysis of Public Utility Bond Financing, 1949— 
Ebasco Services, Inc. 


These statistics are subject to justifiable criticism in that many pub- 
lic utilities are forced to go competitive either by the SEC under the 
Holding Company Act or by their state public utility commission. 
Nevertheless, an analysis of offerings reveals that there are a substan- 
tial number of instances in which the borrower is free to choose the 
method of distribution, and if the issue is small he tends to prefer direct 
placement, and if it is large he tends to favor competitive bidding. 

Let us now turn to industrial and miscellaneous corporations where 
management has complete discretion. One of the best sources is the 
study made in 1948 and 1949 by E. V. Hale & Co. Table 1o, taken 
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from this study for 1949, shows the distribution of direct placement 
loans by size of issue. According to this study, somewhat over one- 
fourth of the number of loans made were for amounts less than $500,- 
000; 45 per cent for amounts less than $1,000,000; more than three- 
quarters for amounts under $3,000,000 and over 80 per cent under 
$5,000,000. When reference is made to volume, the picture is different, 
as might be expected in view of the predominance of the large size cor- 
poration in our corporate structure. Although, accounting for less than 
20 per cent of the number of issues, issues over $5,000,000 accounted for 
about 77 per cent of the total volume. 


TABLE 10 


Direct PLACEMENT OF INDUSTRIAL SECURITIES 
By Size or Issue 


Number Percentage Aggregate Percentage 
Size of Loans of Total Amount of Total 
(000) 

$1,000 to $99,909 ewted 16 4.62 $ goo 06 
$100,000 to $299,999 44 12.72 8,573 61 
$300,000 to $499,999 35 10.12 12,951 92 
Under $500,000 95 27.46 22,424 1.59 
$500,000 to $999,999 61 17.63 40,184 2.86 
Under $1,000,000 156 45.09 62,608 4-45 
$1,000,000 to $1,999,999 60 17.34 75,346 5.36 
2,000,000 to 2,999,990. . 45 13.00 104,392 7.43 
3,000,000 to 4,909,999 20 5.78 79,350 5.65 
Under $5,000,000..... 281 81.21 321,696 22.89 

$ 5,000,000 to $ 9,999,999 28 8.09 175,493 12.49 
10,000,000 t0 24,999,999 23 6.65 328, 403 23.37 
25,000,000 to 49,999,999 9 2.60 269,561 19.18 
50,000,000 and over 5 1.45 310,000 22.07 
Grand Total 346 100.00 $1,405,153 100.00 


Source: Industrial Private Placement Loans, 1949, E. V. Hale & Co. 


These figures clearly demonstrate that the small company has taken 
very extensive advantage of the direct placement method of floating its 
debt securities. On the other hand when reference is made to industrial 
securities of small size floated publicly, they are almost non-existent. 
For example, in the SEC study of Cost of Flotation for the Years 1945- 
1947, there were included only two issues under $500,000 and only eight 
issues below $1,000,000. Contrast these figures with the 156 direct place- 
ment issues below $1,000,000 in the single year 1949, and 223 such 
loans in 1948. 

Figures given by Donald B. Woodward in his testimony in Decem- 
ber, 1949, before the O’Mahoney subcommittee, and prepared by the 
Life Insurance Association of America, likewise confirm these findings. 

This table brings out the fact that of the total number of industrial 
and miscellaneous direct placements made by these seventeen insurance 
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companies in 1948, 187 or 37 per cent of the total were made to com- 
panies having less than $10,000,000 in assets, whereas only one issue 
purchased publicly fell into the category. On the other hand, less than 
one-quarter of the number of issues purchased directly were to com- 
panies having $50,000,000 or more in assets, whereas over 70 per cent of 
those issues purchased publicly were in this category. 


TABLE 11 


DrrEcT PLACEMENT AND PUBLIC OFFERINGS OF INDUSTRIAL AND 
MISCELLANEOUS BoNDS—1948 COMBINED ACQUISITIONS OF 
SEVENTEEN Major LiFe INSURANCE COMPANIES 


Drrect PLACEMENTS PUBLIC OFFERINGS 

ASSET SIZE OF OBLIGOR* Percentage Percentage 

(In thousands) Number of Totalt Number of Totalt 
Re 3 .59 Sto Ppareaess 
$500 —$1,000...... 5 .99 oe eer ry 
1,000 — 2,000......... 28 5.54 Sie 0) Sida 
2,000 ~ 5,000......-.: 78 15.45 i on asian 
5,000 — 10,000........ 73 14.46 I 1.09 
10,000 — 20,000........ 93 18.42 6 6.52 
20,000 — 90,000........ 99 19.60 20 21.74 
50,000 — 100,000....... 41 8.12 fe) 10.87 
100,000- 200,000....... 28 5-54 8 8.70 
200,000- 500,000....... 18 3.56 22 23.91 
500,000- 1,000,000..... ° 5.94 20 21.74 
1,000,000 and over...... I .20 5 5.44 
Information lacking....... 8 1.58 nag OES 
PEELS le ais oe 505 100.00 g2 100.00 


* After financing. 
t Do not add to total because of rounding. 


Thus in my opinion, it may be safely concluded: (1) that the method 
of direct placement of debt securities has been of great benefit to the 
small borrower, (2) that he has tended to take substantial advantage of 
this method of financing, and (3) that he derives greater benefit from it 
than the larger corporations. 


THE LARGE BORROWER AND DIRECT PLACEMENT 


So much then for the small borrower. It has already been indicated 
that the large borrower derives less of an advantage from direct place- 
ment than the small borrower. However, he must still consider that it is 
advantageous for the alternative of a public offering is definitely avail- 
able to him. What then are the reasons for his placing so many of his 
securities directly? There are a number of such reasons which have been 
offered from time to time; let us take a look at some of them. We have 
already dealt with the fallacy of the argument that direct placements 
take place to avoid the cost of registration; other aspects of registration, 
however, are at times of importance in determining whether an issue is 
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placed publicly or directly. For example, registration is a time-consum- 
ing process occupying possibly two months from the initial planning of 
an issue to final sale. Consequently, when speed is of the essence to meet 
a certain timing date, direct placement has a considerable advantage. 

Likewise, when there is any uncertainty as to market conditions, di- 
rect placement also has a very distinct advantage over public offering; 
this is because at the conclusion of negotiations of terms the institution 
or institutions taking a direct placement can and will give a firm com- 
mitment, whereas in the case of the public offering the underwriter will 
not usually make a commitment as to price until two or three days 
before the actual offering. Consequently, an adverse trend in the market 
between the time of the conclusion of negotiation and the actual offer- 
ing, after the twenty-day period, will result in a higher interest cost to 
the borrower. This is a risk to which the borrower is not exposed in a 
direct placement. 

The direct negotiation between the borrower and the lender affords 
the opportunity for the borrower to secure terms “‘tailor-made’’ to his 
needs. Furthermore, he can experiment with terms which he feels he 
needs in the negotiation process without impairing the success of his 
offering, whereas in the process of public offering, if he wishes some 
unusual provision in the indenture, he has to commit himself to it 
definitely in advance, and it may cause the issue to be a failure in the 
market place. Undoubtedly, in certain unusual cases, this ability to bar- 
gain directly and to obtain “‘tailor-made”’ terms is important, but in the 
majority of cases it would not seem to be of great importance, especially 
as the insurance company likewise, and with more reason feels that 
“‘tailor-made”’ terms redound to its benefit. 

Still another reason for corporate management to choose direct place- 
ment, and a very real reason is that this method of distribution is par- 
ticularly adapted to situations which have some feature or features 
about them which are not readily understandable by the general public, 
or which are more or less special situations off the beaten path. Such 
features are much more easily explained to one or a few sophisticated 
investors than to the general market. Consequently, the risk margin 
which will have to be allowed in a public issue of this type may be con- 
siderably larger than necessary in a direct placement. Issues of the type 
of Shell Caribbean Oil, involving complicated problems of international 
exchange, are a good example, as are issues such as the Kaiser Steel and 
the Labrador Ore issues, which hinge primarily upon the engineer’s re- 
port as to economy of the operation and its ability to operate profitably 
in the future. 

Another type issue in which direct placement has a distinct advan- 
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tage is the construction project, where funds are advanced before con- 
struction is begun, as in the case of oil and gas pipe lines, bridges, toll 
highways, etc., and where a commitment to loan funds may extend over 
a period of two or three years in the future. Thus, it will be found that 
almost all of the new natural gas pipe lines construction projects were 
initially financed directly. 

Another factor of importance to the borrower is the close relationship 
between the lender and borrower, and the consequent ability of the 
management to sit down with the lender at any time and discuss his 
problems. Thus, if the borrower’s requirements necessitate a change in 
some indenture provision and it is a change which is justifiable in terms 
of the welfare of the business and the safety of the investment, such a 
change can be quickly and expeditiously made with relatively little cost 
and inconvenience to the borrower. Such is not the case, however, in a 
publicly distributed bond issue where the securing of assents is a costly 
and time-consuming process, and where often the issue will have to be 
called and a new one floated. 


RELATIVE INTEREST Cost oF DirEcT PLACEMENTS 
TO THE LARGE BORROWER 


W hat about the relative cost of the two methods, direct versus public 
offerings? Is direct placement the more economical method? It is defi- 
nitely true that the cost of flotation of securities publicly is considerably 
greater than in direct placement. There can be no argument about this 
fact. The saving, as has already been pointed out is greatest for the 
small companies and the small issues and becomes progressively less as 
the size of the company and the size of the issue increases. Nevertheless, 
this is not the important thing; what really should matter to the bor- 
rower is the cost of his borrowed money, not merely the cost of floating 
the issue. Thus, he may be penny wise and pound foolish if he pays too 
much attention to saving $50,000 in flotation expenses by direct place- 
ment and, on the other hand, incurs an interest burden $100,000 greater 
than he would have if he had sold the bonds publicly. It has often been 
stated that in the case of direct placements, the area of bargaining be- 
tween the borrower and the lender would take place within the range of 
the flotation cost saving that can be realized by direct placement. Thus, 
the yield to the lender would be greater than the yield which it could 
obtain on a similar issue offered publicly by some fraction of the saving 
caused by direct placement. In other words, the saving would be split in 
some fashion between the lender and the borrower. 

Let us then examine this question, first by attempting to measure 
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this area of savings, and secondly to determine whether in actuality the 
bargaining is confined to this area. 

Corey, in his recent article in the Harvard Business Review, cites an 
example of the comparative cost of direct placement, and competitive 
bidding for a $12,000,000 issue of Idaho Power bonds. Total costs for 
competitive bidding were $109,550, as against $39,850 for direct place- 
ment, a saving of approximately $70,000. This saving, expressed as a 
percentage of the principal, amounted to 0.58 per cent. This saving on 
a thirty-year, 3 per cent bond would have reduced the effective interest 
cost to Idaho Power by approximately three basis points, say from 3.00 
per cent to 2.97 per cent, if in negotiation it were successful in obtaining 
for itself 100 per cent of the benefits of the saving, and more important 
still, if it were certain of getting as good a basic bid as 3.00 per cent in 
direct placement. 


TABLE 12 


EsTIMATED ITEMS OF EXPENSE IN CONNECTION WITH PUBLIC OFFERING OF 
$8,000,000 P.A. oF Bonps AS COMPARED WITH PRIVATE 
OFFERING OF SucH ISSUES 


Public Private 

Offering Offering 
Underwriting fee.. Sabet Ce ee ee eer rrr 
SEC filing fee (at $101) : wih naveaietearion a 808 .00 tee 
TO Pee re Ore re 8, 800.00 $ 8,800.00 

Fees of trustee, including counsel and authentica- 

tion fees : sal He lee re a Meson OES 8,250.00 8,250.00 
Fees of counsel.......... SRST Sckre ae 15,000.00 10,000.00 
PTE a or Pee : ae eer 
Printing of indenture, purchase e contract, ‘ete... 5,000.00 5,L00.00 
Printing of registration statement, prospectus, etc. CRO wiki econ 
Engraving and printing of securities A OES 6,900.00 250.00 
Finder’s fee (3 of 1 per cent) pCieeiebeacuane Same aes 20,000.00 
Miscellaneous........... CNC eT ae 5,242.00 2,000.00 
Estimated totals... .. isa (Gln ote acainteta ener $105,000.00 $54,300.00 


Another computation of estimated expenses, direct placement versus 
competitive bidding for a utility bond issue of $8,000,000, was made 
recently by a well-known organization in the utility field. This compu- 
tation is given in Table 12 and shows a cost for public offering of 
$105,000 against $54,000 for a private offering, a saving of $51,000 in 
favor of direct placement, or 0.64 per cent of the principal amount. 
Again on a thirty-year bond this saving would reduce the interest cost 
to the borrower by approximately three yield basis points, i.e., 0.03 per 
cent. 

In addition, data are available concerning the issuance expenses for 
twelve utility issues totaling $39,680,000 which were sold directly with 
the permission of the FPC. The total issuance cost for these twelve is- 
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sues was $269,868 or approximately 0.68 per cent of the principal 
amount. The indicated savings as against public offerings of these issues 
would be in line with those indicated in the previous examples, i.e., a 
basis point differential in the neighborhood of 0.03—-0.04 per cent in 
interest cost. 

In the case of industrial issues reliable data are even scarcer than in 
the case of utility bonds. In 1949, data are available for one very large 
industrial issue which indicates a total saving in terms of yield basis 
points of approximately 0.05 per cent. 

The Securities and Exchange Commission now has under way a 
study of the comparative flotation costs of direct placements as against 
public offerings, by size of issue, and by industry. This will fill a much 
needed gap in direct placement statistics. 

Based upon data available at this time, it is probable that in the case 
of large issues the total saving in the cost of flotation by direct place- 
ment ranges between three and six yield basis points, and in most cases, 
would be nearer three than six. 

Now what about the bargaining process between the borrower and 
lender in direct placement? Will it tend to be confined to this narrow 
area of savings? There can be no assurance that such will be the case, 
unless one assumes a perfectly competitive market in direct placements. 
In the case where the lender and the borrower negotiate without any in- 
termediary, such as an investment banker or broker, the advantage in 
such bargaining would seem to lie on the side of the lender. The invest- 
ment department of the large institutional lender deals in relative inter- 
est cost and market yields every day of the year and knows the market 
thoroughly; the large corporate borrower, on the other hand, may not 
know the market as well, for it may have occasion to come into the 
market for a bond issue very infrequently. Secondly, if the borrower is 
dealing with only one or two insurance companies, he is dealing only 
with one segment of the market, which may or may not be typical of 
the whole market. For example, one company because of its mortgage 
investment policy might be committed well ahead, and, therefore, 
might be in a very good bargaining position as regards the interest rate 
on corporate issues; this might not be at all true of another company. 
Likewise, one company may differ considerably from another in its 
investment regard for a certain type of industry. Thirdly, except in the 
case of the very best issues, there is always something less attractive 
about an issue which has been turned down by one or more companies, 
so that the companies to which the issue is first submitted have a cer- 
tain bargaining edge. This factor varies considerably in importance, but 
in some cases can be a significant factor in the bargaining process. 
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There is thus some reason to believe that in the process of direct 
negotiation, the basic interest cost arrived at, without reference to the 
savings effected by direct placement, may depart from the price which 
would be arrived at in a fully competitive market. 

Where the borrower employs an investment banking institution to 
advise him concerning the terms of the issue in negotiation, the bargain- 
ing process approaches nearer the competitive market, but it will, to a 
great extent, depend upon the capabilities and diligence of the invest- 
ment banking firm. This case is not much different from the position of 
bargaining between the borrower and the underwriter in a negotiated 
public offering of securities. In both cases there may be deviation from 
fully competitive results. 

It would thus seem unusual if the bargaining process in direct place- 
ments were able to keep within a tolerance of the public offering price 
plus 0.03-0.06 per cent. 

Let us now look to what evidence there is concerning the relative 
yields of direct placements versus public offerings. By the very nature 
of the case, there is not a great deal of evidence available, and what 
there is available may not be conclusive. For truly exact comparison, 
we would need to have the direct placement price and the public offer- 
ing price for the identical issue at the same time. Unfortunately, data 
such as this do not exist, and, therefore, an element of judgment must 
necessarily enter the picture. Nevertheless, in the public utility field 
there are a number of cases where an issue was negotiated directly and 
application was made for exemption from competitive bidding which 
was denied and the issue therefore was sold competitively. Here, we are 
treating with the identical security, but the time of the negotiated price 
and the competitive price are different. Nevertheless, we can allow ap- 
proximately for this difference in time by referring to the behavior of a 
market index of yields of similar quality bonds in the interval between 
the negotiated bid and the competitive bid. In recent years, there have 
been at least nine such instances involving $190,700,000 principal 
amount. On each of these nine issues, the competitive bid resulted in 
the lowest yield cost to the borrower, after taking into consideration the 
lower flotation cost of the direct placement. The total net savings in 
interest cost to the borrower for these nine issues amounted to approxi- 
mately $9,200,000.00, or 4.84 per cent of the principal amount of the 
bonds. Treating these nine issues for illustrative purposes as one thirty- 
year, 3 per cent bond, Table 13 shows approximately the compara- 
tive yields and costs. 

In this example, theoretically the negotiation should have taken 
place in the range of 3.00 per cent, the competitive rate, and 3.05 per 
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cent, 0.05 per cent being the saving resulting by lower flotation costs in 
the direct placement. Actually, however, the direct placement negotia- 
tion resulted in a basic bid which was almost twenty yield basis points 
higher than the competitive bid, as against a flotation cost saving of 
direct placement of only five basis points, leaving the direct placement 
cost almost fifteen yield basis points higher than the competitive bid 
interest cost. Here it would have been penny wise and pound foolish to 
concentrate on attempting to save some portion of five basis points and 
wind up thereby losing fifteen basis points. 

This is conclusive evidence in my opinion that bargaining in direct 
placement is not always kept within the range of saving of flotation 
costs. It is not conclusive evidence that this is generally the case, but it 
would seem that prudent utility managements should consider twice 


TABLE 13 
Competitive 
Bidding _ Direct 

(Per Cent) Placement 
Basic bid, i.e., price to public, or insurance company.. 3.00 3.196 
Underwriting commissions and discounts............ Loe sj 
I a opera a oe tts cea bat eed ow a aes .035 .024 

Total True Interest Coct to Borrower.......... 3.072 3.22 


* Finder’s fee included in Expenses. 


before financing large issues directly if interest cost was their primary 
consideration. It would seem further that this is true, for as already 
previously pointed out the great majority of large public utility bond 
issues are placed competitively. 

In the case of industrial issues, in which at the present time competi- 
tive bidding is not practiced, management has full discretion and no 
exemptions are required from public authority; there are no such data 
available as in the utility field. Here judgment becomes much more of a 
factor and conclusions are more subject to error. There are an ample 
number of cases, however, which in my judgment definitely indicate 
that the bargaining is by no means always confined to the area of saving 
of flotation costs. I shall cite only one case, however, that of the two is- 
sues of Standard Oil of New Jersey in 1949. The first issue was for 
$75,000,000, twenty-five-year, 3 per cent notes and was sold directly at 
a price of 1o1 to yield 2.949. Costs involved in the direct placement 
amounted to $90,000 or 0.12 per cent of the principal. Thus, the net 
price received by the borrower after deducting expenses was 100.88, 
and his interest cost was 2.956 per cent. The issue was placed in Janu- 
ary, 1949, when the Moody average of AAA bonds was at 2.70 per cent. 
Six months later the company sold to an underwriter for public offering 
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a comparable $150,000,000 issue of 23 per cent, twenty-five-year bonds 
at 100.50 to yield 2.722 to the public; the underwriters’ commission and 
other expenses amounted to 1.01 per cent. Thus, the net proceeds to the 
company were $99.49, and the interest cost was 2.779 to the company. 
The issue was well received by the market and immediately went to a 
premium. At the time of the public offering, the Moody AAA bond 
yield was 2.67 per cent, a decline of 0.03 per cent from the time of the 
direct placement. 

Comparing the two issues, it can be seen that the company saved a 
very considerable amount of flotation cost (an estimated $670,000) by 
placing the issue directly; yet, after reflecting the difference in the 
market between the two dates, the company paid almost fifteen basis 
points more for its money (0.15 per cent) on an issue of $75,000,000 
placed directly than it did on an issue of twice the size, placed publicly 
six months later. This would mean an additional interest cost over the 
life of the direct issue of approximately $2,750,000. Had the bargaining 
area for negotiation been confined to the area of saving of flotation cost 
0.06 per cent, it would have been confined to an area of approximately 
2.75-2.81 per cent. Instead, the figure resulting from direct negotiation 
was 2.95 per cent, considerably outside the range. Other cases could be 
cited demonstrating the same point. 


COMPETITIVE BIDDING AND ITs EFFECT UPON THE RELATIVE 
Economy OF DrrEcT PLACEMENTS 


Competitive bidding is by far the dominant method of placing debt 
security issues publicly today. Competitive bidding has, of course, long 
been the dominant factor in the municipal market. In the corporate 
market, the ICC required competitive bidding for equipment trust 
issues in 1926, and extended the requirement to other bonds in 1944; 
the SEC adopted Rule U-s5o in 1941 requiring competitive bidding for 
bonds of registered holding companies and their subsidiaries; the Fed- 
eral Power Commission early this year adopted a similar requirement 
for companies subject to its jurisdiction; an increasing number of state 
public utility regulatory commissions require competitive bidding, and, 
lastly, the Bell System has apparently adopted as a matter of policy the 
practice of competitive bidding without any legal compulsion to do so. 
Thus, industrial and miscellaneous companies constitute the only field 
in which competitive bidding has made no inroads. 

One result of competitive bidding has been to make competition 
more effective in the distribution of securities, and as a result, the cost 
of distribution as represented by the underwriters’ spread has tended to 
decline materially in the last ten years. A survey by the SEC covering 
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159 utility mortgage issues for the five-year period ended January 1, 
1940, revealed an average underwriting spread of 2.49 points; only 
one of the 159 issues had a spread under 2 points. A similar survey 
covering 179 issues over the next five years showed the distribution 
of underwriting spreads in Table 14. 


TABLE 14 
No. of 

Spread Issues Amount 

(000) 
Under o. 25. ee 7 $ 51,500 
©.25-0.50 iota 58 683,379 
ee a 69 1,480, 701 
©.7§-1.00...... : 21 208,411 
oe ee 16 421,380 
1.25 and over......... 8 90, 400 
179 $2,935,771 


Another study of the SEC reveals the trend in commissions and 
discounts on bonds to investment bankers for the years ended June 
30, 1940-49, as shown in Table ts. 


TABLE 15 


COMMISSIONS AND DISCOUNTS TO 
INVESTMENT BANKERS 
Year Ended 
June 30 Bonds 


1940 Poa coe telat I 
1941. . Peat ate ROM 
PT Are ee 
I 
I 


oo 


| RE Ree 

1944... need nes 
ee ee eee I 
DOE s 3 ho sorkewds Keane 
| ASL ap ey Pe 
GO ciiesedexohaelns 
ot orvrdb eet eal 


WMASDOCWNIH 


Thus underwriting spreads have declined considerably in the last ten 
years, and in the case of the large issues of utility bonds such spreads 
frequently dip below 0.50 per cent. This has been an important ten- 
dency as far as direct placement is concerned, for it has reduced the flo- 
tation cost advantage of direct placements. Where in many issues this 
flotation cost saving amounts today to only 0.03 per cent when ex- 
pressed in terms of interest cost, in the thirties, this saving would have 
been approximately o.10 per cent, over three times as great. 

Thus, the flotation savings effected by direct placement today are 
considerably less than they were fifteen years ago. 
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CONCLUSION AS TO RELATIVE INTEREST Costs OF DIRECT 
VERSUS PUBLIC ISSUES 


On the basis of the available evidence, which admittedly is not all 
that one would wish, the following conclusions seem justified: 

1. In large issues the saving in flotation costs translated into terms of 
interest cost amounts to between 0.03 per cent and 0.06 per cent. Thus, 
on a 3 per cent issue these savings would reduce the interest cost say 
from 3.00 per cent to 2.94-2.97 per cent. These savings are materially 
less than they were in the thirties, largely as a result of the decrease 
in the costs of competitive bidding. 

2. This would mean an extremely narrow range for bargaining in di- 
rect placement; there would be very little tolerance for imperfect mar- 
ket conditions. It would be logical to assume that only in the case of a 
fully informed perfectly competitive market could the bargaining be 
kept within such a range. For example, if the knowledge of what the 
issue would bring in the public market were only slightly in error, it 
might nevertheless completely nullify the flotation cost savings. 

3. Evidence is available that bargaining is not as a matter of fact 
confined within the area of savings in flotation costs. It may not even 
usually be so confined. 

4. In the case of utility issues, the evidence available indicates that 
in the case of large issues competitive bidding usually results in a lower 
interest cost to the borrower than does direct placement. This is prob- 
ably one principal reason why in 1949 77 per cent of the dollar volume 
of issues $10,000,000 and over were placed by competitive bidding. 

5. In the case of industrial issues, there is less available evidence, but 
the burden of proof would appear to be on the shoulders of those who 
contend that direct placement results in a lower net interest cost to 
the borrower where the issue is of definite investment quality and has 
no unusual features. 

6. If all bidding for all types of debt securities—public utility, rail- 
road, industrial—were competitive bidding, a much more convincing 
argument could be made that the savings realizable in this case would 
be partially or fully passed on to the borrower. 

Why, in the face of a lack of advantage in interest cost and a possible 
definite disadvantage, does the bulk of large industrial and miscellane- 
ous issues go directly. One answer is that considerations other than in- 
terest rate cost may be more important, and another is that corporate 
managements may have been under a misconception as to the relative 
economy of direct placements and have been stressing flotation cost 
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savings without giving sufficient weight to net interest cost. Probably 
both these conditions are present. 

At this point, it should be noted that in the majority of large direct 
placements an investment banking firm represents the borrower and 
recommends the direct placement method. Thus, the investment 
banking fraternity bears some, and perhaps considerable, responsibility 
for the trend toward direct placements. This may seem strange in view 
of public pronouncements against direct placements by the underwrit- 
ing industry. It really is not strange, however, when viewed from the 
standpoint of the individual underwriter handling the direct placement 
rather than from the standpoint of the underwriting field as a whole. 
In the case of an investment banking firm which places an issue ditectly 
it will receive a commission on the entire offering whereas in the case of 
an underwritten issue, the firm will receive the underwriting commis- 
sion only on the portion of the issue which it underwrites and this por- 
tion is usually small. If, for example, in a public utility direct placement 
of $8,000,000, the investment banker receives a fee of } of 1 per cent, 
he will receive $20,000, and his expenses in connection with the deal 
usually will be quite small, and there is no risk involved. On the other 
hand, if this issue were to be underwritten by a syndicate and offered 
publicly, this same investment banking firm might underwrite say 
$2,000,000 and receive a commission of say 0.40 per cent or $8,000, 
against which it will have substantial expenses and the underwriting 
risk. This is a theoretical example only; it would appear that often a 
particular underwriting firm will have more to gain from a direct 
placement which it controls than from a public offering of the same 
issue which it underwrites in part. 


DrrEcT PLACEMENT AND THE LENDING INSTITUTIONS 


In my opinion, direct placements are attractive investments for in- 
surance companies for the following four reasons, not all of which may 
be present in each instance. In the first place, the yield on direct place- 
ments is somewhat higher than on comparable public offerings. Second- 
ly, the lender has a direct part in the negotiation of indenture terms, 
and in the usual case a better or more protective indenture from the 
lender’s viewpoint is obtained. Thirdly, it affords a better opportunity 
to the lender to make a closer analysis of the investment, particularly 
as to management. Further, it affords the lender the opportunity to 
put out large amounts of money at one time in a single issue; this is an 
advantage which is particularly important in the case of the large 
companies. 
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THE LARGE INSURANCE COMPANY VERSUS THE SMALL INSURANCE 
CoMPANY 


One problem of direct placements which is frequently discussed, par- 
ticularly within the life industry, and by legislative bodies, is the prob- 
lem of the small insurance company. It has been felt that the small in- 
surance company does not have access to the direct placement market, 
and, consequently, it is deprived of an opportunity to invest its funds 
profitably and in a diversified manner. What are the facts of the case? 
The only information on the subject that I know of has been compiled 
by the Investment Research Staff of the Life Insurance Association of 
America. The Association selected twenty-eight United States life in- 
surance companies; it was originally decided to include the eighteen 


TABLE 16 
1949 AND 1948 PortroLtros—Drrect PLACEMENTS AS 
PERCENTAGE OF CORPORATE BOND PORTFOLIO AND 
oF Tota Assets, 28 UniteEp STATES LiFe INSUR- 
ANCE COMPANIES, GROUPED BY SIZE 


Percentage Percentage 
Corporate Admitted 
Rank by Asset Bond Portfolio Assets 
Size 1949 1948 1949 
1— 4 (largest) . 65.9 64.2 26.0 
ak one ow 50.8 22.4 
9-13 io Sie 38.3 18.3 
14-17 é 9 23.6 9.2 
18-24.... ’ 24.5 20.0 5.8 
25-28 (smallest)... . 32.7 30.8 7.4 
Total 28 com- 
panies.... . §5.8 53-5 


largest United States companies and ten others especially selected as 
being active in the direct placement field. This selection actually re- 
sulted in the inclusion of the twenty-two largest companies plus six 
others. 

These companies were then distributed by size groups and informa- 
tion tabulated as to holdings and acquisitions of direct placements. Ta- 
bles 16 and 17 give certain of this information. 

It can be seen from these tables that the larger companies have a 
much higher percentage of their assets and security portfolios in direct 
placements than the smaller companies, and that the acquisitions of di- 
rect placements in 1948 and 1949 by the large companies comprised a 
substantially larger percentage of total acquisitions than in the case 
of the small companies. It is probable, furthermore, that these tables 
understate the difference, for all of the small companies were selected 
as being active in the direct placement field, and presumably therefore 
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had a higher percentage of direct placements in their portfolios than 
other companies in their size groups. 

Thus, the facts indicate that the small companies have much fewer 
direct placement investments relatively than the large companies. This 
could be due to several factors. It could mean that such companies 
were cut off from certain fields of investment opportunities by virtue of 
the direct placements going to the large companies, or it could mean 
that small companies as a matter of policy do not choose to enter the 
field either because they feel unequipped to do so or find other outlets 
more attractive. Probably both of these are true to a certain extent. In 
this connection, however, I believe that it is very important to make a 


TABLE 17 


1949 AND 1948 ACQUISITIONS OF CORPORATE 
SECURITIES AND DrRECT PLACEMENTS, 
28 UniTep STATES LIFE INSURANCE 
ComPANIES GROUPED BY SIZE 


Rank by Asset Per Cent Per Cent 


Size 1949 1948 
rR ici ses 79.2 80.4 
a See ... 69.6 52.6 
PRS os ec ee ; 59.8 57.6 
es eee -. §5.0 51.0 
18-24...... 9 ie 33-7 

ee : 50.6 46.2 

Total 28 com- 

panies..... 72.2 68.5 


Source: Statistics prepared by the Invest- 
ment Research Staff of the Life Insurance 
Association of America. 


sharp distinction in size category as to just what constitutes a small 
company. For example, in the foregoing listing of companies by size, 
the smallest has assets somewhat less than $200,000,000. This in reality 
could be termed a medium-sized company, and companies with assets 
of say $75,000,000 or less could be termed a small company, relatively. 

Let us first take the case of the medium-sized company with assets of 
$200,000,000-$3 50,000,000, such as would be characterized a small 
company in the foregoing tables. Such a company, depending upon 
company policy and the quality of the issue, might be willing to put 
anywhere from $500,000 to a maximum of, say, $2,500,000 in one issue. 
Consequently, a broad field of industrial direct placements would be 
available to it. In the case of the smaller issues, it might be able to take 
the whole issue, and in the case of a medium-sized issue, it might take 
part of it along with one or more other companies. On the other hand, 
if a large life insurance company in a very sizable loan wanted to include 
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smaller companies, a participation of $500,000 to $2,500,000 would rep- 
resent sufficient size to make it feasible. A number of large issues 
have included participations for smaller companies in amounts of 
$500,000 or even less in some instances. 

On the other hand, the medium-sized company is at a distinct dis- 
advantage if the distribution of a large issue is restricted to only a few 
companies, for its buying power would be insufficient to make it a par- 
ticipant. Likewise, a large loan will in all probability only in rare in- 
stances be brought first to a small company so that its participation in 
such loan will rest upon the policy of the borrower, the intermediary, 
if any, and the large insurance company to whom the loan is brought 
initially. 

These conclusions are supported by the data gathered by the Invest- 
ment Research Staff of the Life Insurance Association. Reference to 
Tables 16 and 17 will show that whereas in 1949 the four largest com- 
panies held approximately 66 per cent of their total corporate bond 
portfolio in direct placements and the two smallest size groupings held 
only 24.5 per cent and 32.7 per cent in direct placements, the discrep- 
ancy between these groups becomes much less when viewed as to 1949 
acquisitions—79.2 per cent for the four largest as against approximately 
5oper cent for the twosmallest groups. Thus, the discrepancy in holdings 
is tending ic narrow somewhat. Furthermore, there is substantial differ- 
ence among the companies within the various groupings, presumably re- 
flecting managerial policy toward direct placements. Thus, with respect 
to 1949 acquisitions, a number of companies in the smaller size cate- 
gories acquired almost as large a percentage through direct placement 
as the largest companies. In the smallest size group, one company has 
the highest percentage of direct placement acquisitions of any of the 
twenty-eight companies, and, likewise, has the highest percentage of 
its corporate bond holdings in direct placements. 

Summarizing, in my opinion, the medium-sized company, while it 
would generally welcome any opportunity to participate more in the 
large direct placements, is not faced with a very serious problem in this 
regard. As a matter of fact, to some companies participations in certain 
of the large direct placements would be unattractive because of the be- 
lief of the company that it can invest its funds at a higher net interest 
yield elsewhere. It has available to it a fairly wide field for direct place- 
ments if it chooses to seek such issues. The investment problem of this 
size company is less pressing than that of the largest companies, and 
the company has greater flexibility in dealing with its investment 
problems. 

As far as the small company is concerned, the company with assets 
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of say $75,000,000 or less, the problem is more serious. Unfortunately, 
no data have been compiled concerning these companies, and there are 
hundreds of them. The buying power of such companies for a single 
issue is relatively small and consequently it is not very practical for 
them to share much in large direct placements; to distribute a large 
issue among such companies, aside from practicality, would involve 
questions of legality, i.e., whether the issue would involve too many 
purchasers to qualify for exemption from registration as a direct place- 
ment. Consequently, investment in large direct placements is not avail- 
able to them, and thus one avenue of investments is practically closed 
to them; this is particularly true in the case of industrial issues, the 
bulk of which go direct. In the utility issues, the bulk of the large issues 
go competitively and thus the small company has ample opportunity 
to purchase such issues. This virtual exclusion from large direct in- 
dustrial issues does not mean that such companies do not engage in di- 
rect placement. A good example of this fact is one relatively small in- 
surance company with total admitted assets of approximately $60,000,- 
ooo which made nineteen industrial direct placements in 1949 totaling 
approximately $5,000,000. The smallest of the direct placements was 
$60,000, the largest was over $1,000,000, and the average loan $200,- 
000-$300,000. 

Participation in direct placements involves a number of problems 
for such companies. It is relatively much more expensive for the small 
company to enter the direct placement field than the larger-sized com- 
pany. Two principal factors account for this. In the first place, the in- 
creased investment staff which is indispensable for the proper initial 
investigation and follow-up of industrial direct placements, when re- 
lated to the investment portfolio, is a higher percentage for the smaller 
company than the larger company. A small company will have to di- 
versify its investment holdings as much as a large company. Thus, al- 
though its portfolio may be $20,000,000 as against $500,000,000 or 
more, it will still have to make almost as many individual investments 
as the large company. Secondly, the relatively small buying power of 
the small company usually confines its industrial direct placements to 
the smaller lesser known industrial companies. Analysis of these com- 
panies presents more difficulties and consumes more time than analysis 
of large well-known companies where financial records are publicly 
available. Many small companies feel that they cannot afford the requi- 
site investment staff and hence do not enter the direct placement field. 

A second problem arises in that the confining of industrial direct 
placements to the smaller industrial companies means greater risk 
because investment experience tells us that the smaller industrial 
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companies are exposed to more economic risk. Whether or not the in- 
creased interest rates obtainable compensate for the higher risk is a 
question which will probably not be answered until we again pass 
through a period of industrial depression. 

Lastly, the problem is raised that in general in order to obtain suf- 
ficient buying power to be able to enter the direct placement field, even 
in the smaller industrial companies, the small insurance company usual- 
ly has to lend in a single issue a higher percentage of its assets than in 
the case of the medium and larger-sized companies. Thus, in the case 
of a $300,000,000 company, an investment of $750,000, which is an ade- 
quate size to participate in direct placement, would represent only 
0.25 per cent of assets. In the case of a $25,000,000 company, 0.25 per 
cent would amount to $62,500 which would in most cases be too small 
an amount to enable it to participate in the direct placement field. If it 
chooses to do so it may have to lend 0.50 per cent or 1.00 per cent of its 
assets in one issue. While these are not dangerous percentages by any 
means, and are at times exceeded by medium- and relatively large- 
sized companies, nevertheless, it does mean a greater concentration 
of risk for the smaller company. 

The direct placement question then does raise serious problems for the 
small insurance company. Once again, however, the question should not 
be distorted out of its true perspective. The profitable investment of its 
assets has certainly not been any more of a problem to the smaller com- 
pany than to the larger company. Probably the reverse is nearer the 
case. I have yet to hear an investment official of a small company com- 
plain that he cannot keep his funds profitably invested. Therefore, 
while it is true that participation in direct placements involving the 
larger well-established industrial concerns is largely denied the small 
company, the investment problems raised thereby do not appear to 
present any real threat to the ability of the small company to invest its 
assets safely and profitably. 


RELATIONSHIP BETWEEN BORROWER AND LENDER 


The direct and close relationship between the borrower and the 
lender has caused concern lest the large insurance companies exercise a 
controlling influence over the borrower. This concern was voiced both 
in the Celler Committee hearings and in the New York State Legislative 
Committee hearings. The question is touched upon only briefly in this 
paper. Certain salient points, however, can be brought out. 

It is important to note that this is really not a problem peculiar to 
direct placement. There is no way to distinguish a direct placement in 
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form from a public issue; two utility bond issues, for example, would 
look almost exactly alike whether they had been placed publicly or 
privately. Moreover, the fact that the large insurance companies hold 
very large amounts of a borrower’s debt issue would be true regardless 
of whether such debt had been underwritten or whether it had been 
placed directly with the insurance companies. The fact is that the de- 
mand for investment grade corporate bonds is largely an institutional 
demand, and such issues will find their way regardless of the method of 
distribution into institutional portfolios, and the largest institutions 
will hold the largest amounts. 

A second general point to note is that if corporations feared any such 
control as a result of direct placement of their securities they would not 
sell their bonds in this manner. There is no compulsion whatsoever for 
them to place their securities directly; it is completely a matter of their 
own choice. 

In addition, it must be realized that the relationship between the two 
parties is strictly a debtor-creditor relationship, and is closely defined by 
the terms of the indenture covering the bond issue. Thus, the lender can 
exercise no control over the management whatsoever as long as the 
latter is meeting all the terms of the indenture. In this respect there is 
one possibility that since indentures in direct placements are usually 
more tight than in the case of public offerings, there will arise more cases 
of default; this is probably true. 

Once a default arises it is true that the insurance company is in a po- 
sition to exercise some control; that is the very purpose of drawing an in- 
denture with default provisions, and it is necessary for the adequate pro- 
tection of the investment. In the event of a minor default, it is prob- 
able that with proper assurance as to the safety of its investment, the 
default can be cured by appropriate action on the part of the borrow- 
er, or by a change in the indenture agreed upon by the lender. In the 
case of a major default resulting in bankruptcy, the relationship be- 
tween the borrower and the lender becomes subject to bankruptcy law. 

It is important to realize that the insurance company investor is not 
in the slightest degree interested in securing control of the borrower for 
its own advantage and profit; nothing could be further from the truth. 
The ideal investment as far as the insurance company is concerned is 
one in which there never is any question of default. Moreover, once a 
security goes into default, the primary aim of the insurance company is 
to see the company in a better position so that it can cure the default 
and pay its obligations. Thus, in almost all instances the best interests 
of the business will coincide with the best interest of the insurance com- 
pany, so long as the latter adopts a long-term point of view. The in- 
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surance company is in a much better position to adopt a long-term view 
of the situation than other investors, such as commercial banks, for ex- 
ample, where liquidity needs may force a hasty liquidation. Conse- 
quently, from the standpoint of the borrower, it would seem to me that 
the insurance company would represent the ideal long-term creditor. 

Lastly, an examination of the record of the insurance companies in 
the case of the wholesale bankruptcies that arose during the 1930’s re- 
veals no grounds for concern as to any domination or control that in- 
surance companies may exercise in the case of direct placements. There 
should be little difference in the future experience with direct place- 
ments. 

In this connection, it should be noted that the permissible equity in- 
vestment of life insurance companies is very limited at the present 
time; therefore, any equity securities that they receive in receivership 
in exchange for debt obligations must be disposed of within a relatively 
short period. 

Thus, in my opinion, there is little foundation for fear that large- 
scale institutional investment in corporate debt will result in any wide- 
spread control over corporate borrowers. 


REGULATION OF DIRECT PLACEMENTS 


Lastly, let us take a brief look at the regulation to which direct place- 
ments are subject. 

An effective system has been set up by state regulatory authorities to 
supervise direct placements. This regulatory system was set up largely 
as a result of two factors, both of which have to do with the problem of 
valuation of direct placements. The valuation of securities held by life 
insurance companies for their annual statements is under the jurisdic- 
tion of the Committee on Valuation of Securities of the National Asso- 
ciation of Insurance Commissioners. This committee has published an- 
nually, for the last forty-three years, a volume which lists every secu- 
rity held by domestic insurance companies and a valuation as at the 
close of the calendar year for each security listed. Valuations established 
by the Committee are used by state insurance departments in the exam- 
ination of insurance company reports. They are also used by the in- 
surance companies in the preparation of their annual statements. 

If a corporate bond is not in default, and is rated in one of the first 
four grades, i.e., not lower than Baa, by two recognized rating agencies, 
or if the yield to maturity, based on December 31, 1949 and December 
31, 1950 Association values, does not exceed 1.70 per cent and 1.50 per 
cent respectively plus the yield for comparable maturities of fully tax- 
able unrestricted United States Governments at the respective dates, 
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the bond can be carried at its amortized value; if the bond is in default, 
or rated Ba or lower, then it must be carried at market value. However, 
in the case of direct placements, neither of these yardsticks is avail- 
able; the rating agencies do not rate direct placements, and there is no 
market quotation for them. In addition, the close relationship be- 
tween the borrower and the lender in a direct placement has caused 
concern in some quarters that an insurance company when faced with a 
default in a direct placement would cure this default merely by re- 
writing the indenture, and be able to thereby escape reporting the se- 
curity as in default and thus not eligible for amortization. 

These problems, and others, led the National Association of Insur- 
ance Commissioners to considerably augment the staff of its Commit- 
tee on Valuation of Securities. In this connection every life insurance 
company is now required to file with the Committee the following in- 
formation concerning its direct placements: 

1. Statement describing history and operations of issuer of securities. 

2. Balance sheet, income and surplus statements for the three calen- 
dar or fiscal years next preceding the date of acquisition. 

3. Interim financial statements and future annual audits. 

4. Changes in indenture terms. 

5. Any other information which might be helpful to the Committee. 

This constant flow of information to the Committee provides a meth- 
od by which continuous supervision can be exercised by the Committee 
over direct placements. By virtue of its analysis of these data, the 
Committee determines whether or not a given direct placement quali- 
fies for amortization; if it so qualifies, then it may be carried by the 
insurance company at its amortized value. If in the opinion of the 
Committee, after careful examination of the data, the loan is one in 
which the speculative qualities are predominant, the holder of the se- 
curity is not entitled to carry it at amortized value, but must carry it at 
a value fixed by the Committee. The record of direct placements has 
been excellent to date; however, in a few instances, writedowns have 
been required. 

In my opinion, the regulatory valuation process should be primarily 
concerned with the basic question of whether or not a direct placement 
qualifies for amortization and should not attempt to determine theoreti- 
cal market value for those issues which qualify for amortization. Such 
a task could not only be a prodigious one, even if possible of achieve- 
ment; it would also raise serious problems of afundamental nature with- 
out accomplishing any really conclusive benefits. Asalready pointed out, 
this is the line along which regulatory valuation has proceeded and it is 
to be commended for it. 
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CONCLUSION 


Direct placements have assumed a position of great significance in 
corporate bond financing. They have not yet met the acid test of time 
especially under adverse general economic developments but there is 
no present reason to assume that they will not meet such a test success- 
fully. They are not a temporary phenomenon but appear to be here to 
stay. Their greatest contribution in my opinion has been in opening a 
new and, in many cases, the only avenue of long-term financing to the 
small but well-established business. As to future growth, it would ap- 
pear that direct placements have approached their peak relative to 
total corporate bond financing. It would be surprising to see the per- 
centage of direct placements to total bond financing rise much beyond 
the 50 per cent level reached in 1948 and 1949; certainly a figure of 60 
per cent would be a top figure assuming a more or less normal distribu- 
tion of offerings among industries. 
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DIRECT PLACEMENTS 
(Discussion ) 


MARSHALL D. KETCHUM 
The University of Chicago 


Mr. CoNKLIN’s PAPER builds upon and extends the analyses of direct 
placement made in the other three leading studies of recent years 
which are referred to by him: the article by Harold Fraine of the 
University of Wisconsin, published in the Journal of the American 
Association of University Teachers of Insurance in March, 1949; the 
paper by Frazer Wilde of the Connecticut General Life Insurance 
Company, which appears in the 1950 Proceedings of the American 
Life Convention; and the article by Raymond Corey of Harvard 
University in the November, 1950, issue of the Harvard Business 
Review. I shall comment briefly on only a few of the points dealt with 
in one or more of these four papers. 

All four writers agree that the costs of flotation are less in direct 
placement than in a public offering. Mr. Conklin has gone farther 
than the others in attempting to quantify the savings in direct place- 
ment and the possible allocation of these savings. On the basis of 
limited data, he concludes that the reduction in flotation costs can be 
expressed as a saving in effective interest cost of from three to six 
yield basis points, with the probable average closer to three than six, 
especially in the case of large public utility issues. Thus, if a borrower 
could sell publicly a bond issue at a price that would give it a cost of 
3.00 per cent after payment of flotation costs, it could reduce its cost 
to 2.97 per cent by a direct placement, if it could be sure of obtaining 
as high a price in a direct placement as in a public sale. There are two 
elements in this contingency. In the first place, to what extent are the 
lender’s costs greater in a direct placement than in the purchase of an 
issue from an underwriter and how far, therefore, must the lender 
lower its bid price to cover these additional costs? Secondly, to what 
extent will bargaining and alternative sources of funds affect the dis- 
tribution of the savings of direct placement between borrower and 
lender? Mr. Conklin has considered the latter of these questions in 
some detail; the former he has touched upon only lightly. 

With respect to the first of these questions, an insurance company 
might find that it cost enough more to make a direct loan so that it 
would be required, if it insisted on recovery of its costs, to lower its 
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bid price to a figure which would mean a cost to the borrower of 2.98 
per cent or 2.99 per cent, as compared with a cost of 2.97 per cent to 
the borrower if it obtained the benefit of all of its reduction in flotation 
costs and compared with 3.00 per cent for money obtained through a 
public sale. Put in another way, the saving of three yield basis points 
to the borrower is not the total saving of borrower and lender com- 
bined. What the borrower saves is partially offset by the increased 
costs of the lender. The trouble comes from thinking of the under- 
writing fee in a public issue as completely saved to both borrower and 
lender in a direct placement. The borrower does not have to pay such 
a fee directly in a private placement, but he may have to pay part of 
it in the form of a lower bid price if the lender has costs which are 
increased because there has been no underwriter. 


TABLE 1 


Posstste ALLOCATIONS OF SAvincs OF Direct PLACEMENT 
BETWEEN BORROWER AND LENDER 


2.97% Bonp 
BorROWER LENDER 
Price Cost Price Yield 
(Per Cent) (Per Cent) (Per Cent) (Per Cent) 
Public Flotation - Par-.03 3.00 Par 2.97 
Direct placement 
A. Savings + .01% to borrower Par 2.97 Par 2.96* 
B. All savings to borrower Par-.o1 2.98 Par-.o1 2.97* 
C. Savings divided ...........Par-.o2 2.99 Par-.o2 2.98* 
D. All savings to lender........Par—.03 3.00 Par-.03 2.99* 
E. Savings + .01% to lender.. Par-.o4 3.01 Par-.04 3.00* 


* After adjustment for .o1% assumed additional costs of lender. These additional costs 
are probably considerably less than 1 yield basis point. 


I do not know of any studies which indicate the magnitude of these 
increased costs. Some financial vice-presidents of insurance com- 
panies think that they are considerable; others believe them to be 
negligible. It appears, however, that although investment departments 
of insurance companies do not accept uncritically the reports of in- 
vestment bankers, they believe that their study of a deal does not 
need to be so intensive when a banker in whose judgment they have 
confidence has already made a thorough investigation. In a direct 
placement the borrower generally pays the costs of engineers’ and 
appraisers’ reports, but the evaluation of these reports by the insur- 
ance company is a cost of making the loan that should be reflected 
in the form of a lower bid for the issue. 

The second question raised above is that of the allocation of the 
savings of direct placement between the borrower and lender and the 
actual costs of funds in direct placement as compared with other 
means of obtaining funds. Table 1 indicates the allocation of the net 
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savings of direct placement between the borrower and the lender un- 
der several sets of conditions, assuming a bond with a coupon rate of 
2.97 per cent. “‘Cost” to the borrower in the table does not include the 
expenses incurred by it in a direct placement. The table assumes that 
the lender will experience increased costs in direct placement as com- 
pared with purchase from an underwriter to the extent of one basis 
point and that the net saving in direct placement will therefore be 
two basis points. 

In the direct placement section of the table, Rows B, C, and D indi- 
cate the results when the lender obtains none, one-half, and all, 
respectively, of the savings of direct placement. Row A indicates a 
situation in which the borrower, by direct placement, is able to obtain 
more than the net savings in flotation costs. In Row E, the lender is 
able to get the savings of direct placement and more. One might place 
under direct placement, of course, any number of rows above A, repre- 
senting successively greater advantages to the borrower, and any 
number of rows below E, representing greater advantages to the 
lender. Case A might develop out of a large supply of funds and a 
limited supply of public offerings at a 2.97 per cent yield, or out of 
certain other competitive imperfections, such as ignorance on the part 
of the lender. Case E would be indicative of ignorance on the part of 
the borrower of his ability to float a public issue at a cost of 3.00 
per cent. 

Mr. Conklin believes that in private placement the bargaining ad- 
vantages probably lie with the lender, especially in those cases where 
the borrower does not make use of an intermediary with a broad 
knowledge of the capital markets. This is supported by his finding 
that in the case of nine public utility issues publicly offered under 
competitive bidding, the basic competitive bid was considerably high- 
er than the bid which would have been received in a private deal. The 
competitive bid was on the average sufficiently higher to enable the 
borrowers to pay the costs of public flotation and still leave them with 
a true interest cost of 3.072 per cent in a public offering versus 3.22 
per cent in a direct placement. While the sample is inadequate, it 
would appear that public sale may be superior to private placement 
for large, well-established companies which definitely have the alter- 
native of selling issues publicly with low flotation costs. 

The table assumes that we are talking about only one company, a 
company that can obtain funds at a cost of 3.00 per cent through a 
public offering. However, if we think of the table as representing dif- 
ferent companies for the different columns, it is probable that the 
farther we move downward, the more likely it is that we would be 
representing the situation of small borrowers, companies which actu- 
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ally cannot float a public issue, or can do so only with a cost higher 
than 3.00 per cent. The demand of the insurance companies for the 
high-grade bonds of the large corporations perhaps creates competi- 
tive advantages for these borrowers; the smaller borrowers, suffering 
from lower market credit ratings and finding themselves less able to 
sell issues publicly, probably have competitive disadvantages with 
respect to the lenders. However, since the total savings in direct place- 
ment as compared with public issues are considerably in excess of 
three basis points for small companies, these borrowers may still fare 
well in a direct loan because of the large total savings to be divided. 

Mr. Conklin quite properly points out that a borrower would be 
ill advised to concentrate his attention solely on savings in flotation 
costs in deciding how to obtain funds. If, as in the case of the nine 
utility issues which he cites, a company can obtain a competitive 
bid sufficiently high to enable it to bear the flotation costs of a public 
sale and still achieve a lower cost of funds, then competitive bidding 
should be used. Note, however, that this assumes that the total cost 
of funds is a result only of what takes place at the time the funds are 
obained. A number of writers have pointed to the possible saving to a 
corporation in being able to buy back its bonds on the open market at 
prices under par. The company sacrifices this possibility when it 
places an issue directly. Professor Corey mentions the possible saving, 
but indicates that “several authorities have questioned its relative 
importance in the total cost picture.” Nevertheless until the experi- 
ence of corporations with issues in the hands of the public has been 
more completely assembled for analysis, we would be unjustified in 
neglecting this factor. It is obvious that an average purchase price of 
slightly below par on bonds bought for the sinking fund or for retire- 
ment would quickly wipe out the relatively small savings in flotation 
costs in a direct placement. 

It is probable that the trend toward direct placement has been 
strengthened by the realization on the part of corporate financial 
officers that we have been in a period of declining interest rates and 
the belief on their part that interest rates are likely to remain low. 
Corporate managements might well ponder whether rates will con- 
tinue low. The problem is largely one of governmental policy. In the 
future the government may or may not be successful in stabilizing 
income and employment at high levels. If it is not successful and the 
cycle continues to plague us, there will be periods when weakening 
credit will enable corporations to buy in their bonds at figures under 
par. If the government is able to stabilize business activity, this sta- 
bilization will be accompanied (a) by continuously low interest rates, 
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with at least mild inflation in some periods, or (5) by efforts to 
stabilize prices by permitting interest rates to fluctuate. If interest 
rates are in some periods allowed to rise, this will give corporations an 
opportunity to repurchase their bonds in the open market at lower 
than issued prices. Of the three possibilities mentioned, it is only if 
interest rates are kept continuously at the historically low levels now 
prevailing that corporations will be denied this possible saving. 

We have seen that flotation cost is only one factor determining 
total cost of funds as established at time of security issuance, and in 
turn we have seen that other factors, particularly the price at which 
bonds are retired, may change the cost of funds over the life of the 
bonds. Having determined the probable cost of funds, the borrower 
will, of course, recognize that still other factors enter into the deci- 
sion as to how to finance. The most important of these have been 
brought out in the articles under survey. 

Mr. Conklin refers to data prepared by the Life Insurance Asso- 
ciation of America which show that borrowers with assets of from 
$500,000 to $5,000,000 have been able to obtain funds through direct 
placements but have not been able to float public issues. The implica- 
tions of these data for the problem of small and medium-sized busi- 
ness need to be stressed. Direct placement seems to offer increased 
possibility of providing smaller businesses with capital funds in 
larger amounts and on more favorable terms. 

A related problem is that of the small insurance company in rela- 
tion to direct placement. I recognize that it is easy to say glibly that 
the small insurance company can find outlets for funds by being more 
aggressive in its attempts to discover smaller borrowers in need of 
funds. I nevertheless believe that in a period of increasing demand for 
funds such as is probably ahead of us, small lenders are likely to be 
able to find small corporations which need funds and which, in the 
absence of interest on the part of investment bankers in their issues, 
are willing to pay rates for funds which compensate insurance com- 
panies for their costs in making the loans. 











THE VALUATION OF SECURITY HOLDINGS 
OF LIFE INSURANCE COMPANIES 


H. G. FRAINE 
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THE SYSTEM AT PRESENT used by the life insurance commissioners 
for valuing the assets of life insurance companies requires consider- 
able change in order to be appropriate for the needs of the com- 
panies, the policyholders, and the rest of the economy. 

Unless changed, the requirements imposed by the commissioners 
are likely to discourage investment policies needed for long-term pro- 
tection of the policy reserves and for the healthy and balanced finan- 
cing of production and trade. Unless changed, they are likely to en- 
courage investment policies that result in unsettlement of the capital 
market and to discourage policies which would otherwise be followed 
and which would contribute to stability of that market. Unless 
changed, the requirements will encourage the disbursement as divi- 
dends of funds which should be retained for replacement of depreci- 
ated assets. They will result in overvaluation of the assets in times of 
prosperity and undervaluation in times of depression. They will tend 
to promote inequities between withdrawing and continuing policy- 
holders and make more difficult the maintenance of solvency in times 
of business depression instead of cushioning the losses likely to occur 
in such times. 

Before considering a possible remedy, let us get a picture of the 
principal aspects of the present system and then note more specifically 
how the continuance of the system is likely to contribute to the un- 
fortunate effects already mentioned. 


BriEF DESCRIPTION OF PRESENT SYSTEM 


Within four days from now the year of 1950 will come to an end. 
With the end of the year, the life insurance companies will begin the 
work of preparing annual reports of condition for submission to the 
state insurance commissioners. These statements will contain totals 
and details of assets, liabilities, income, and expenses. The liabilities 
will consist mainly of a measure of the policyholders’ interest in the 
assets. This interest will not be the aggregate amount to be paid the 
beneficiaries upon death. Most of the people insured are not likely to 
die until far in the future. In the meantime the assets will be expected 
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to earn a certain minimum rate of income. Reinvestment of at least 
that minimum of income at that certain rate should produce growth 
in the assets sufficient to pay off the face of the policies at the prob- 
able time of death. The interest of the policyholder is reflected in the 
policy reserves, on the liability side of the balance sheet, and these 
are accumulated at the rate of asset accumulation assumed by the 
actuary in setting the premium. 

Does the statement of condition correctly reflect the amount of 
assets available for the liabilities? This, of course, depends on how 
the assets are valued. Considering that a company may have to report 
its condition to the commissioner of each state in which it does busi- 
ness and considering that each state could differ from the others in 
valuation requirements, it might seem a hopeless task to try to sum- 
marize such requirements. Fortunately the commissioners have 
banded together into a National Association of Insurance Commis- 
sioner (hereinafter referred to as the “NAIC”). It has been the cus- 
tom of this association in annual meeting to adopt resolutions defin- 
ing the valuation requirements for the next annual report and to dele- 
gate the administration of these requirements to its Committee on 
Valuation of Securities (hereinafter referred to as “the Committee”’). 
Our consideration can, therefore, be confined to the system involved 
in these resolutions. 

The underlying concept of the system comprised by these resolu- 
tions is simple. The fundamental basis for practically all corporate 
securities is stated to be market value. This concept is laid down in the 
opening sentence of the first of the resolutions released by the Com- 
mittee on June 30, 1950, with regard to valuations for the 1950 state- 
ments. That sentence reads as follows: 

RESOLVED, that the inventory of stocks, other than of insurance companies and 
subsidiaries, and bonds in the annual statements of insurance companies, societies 
and associations as of December 30, 1950, the following basis is recommended 
as fair market value: 

1. That all stocks, other than of insurance companies and subsidiaries, and 
bonds shall be valued at the market quotations as of December 30, 1950, excepting 
bonds secured by the full faith, credit and taxing power of political subdivisions 


of the United States of America and political subdivisions of the Dominion of 
Canada which are not in default as to principal or interest on December 31, 1950. 


Although the concept is simple, the complete statement of valua- 
tion requirements is lengthy, running to six and a half pages of fine 
print, and quite complex. To appreciate the complexity it may be 
sufficient to note the following facts: The system of valuation is dif- 
ferent depending upon whether the investment is or is not what is 
commonly called a security. If the investment is in a mortgage, it can 
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be valued at face; if in a housing project, it can be valued at depre- 
ciated cost. If the investment is a security, we must first observe 
whether it is a bond or a stock. If a bond, the basis of valuation de- 
pends upon whether it is rated high or low by the investment services. 
The basis of valuation may also depend upon the spread of its market 
yield from the market yield of a government bond of corresponding 
term to maturity. (The government bond must be one of those open 
to purchase by national banks.) Among the general class of fixed in- 
come securities, the basis of valuation of preferred stocks is different 
than for bonds. And for some of the preferred stocks the basis is dif- 
ferent than for common stocks. Preferred stocks that have active 
market quotations are valued differently from unquoted preferreds. 

The complexity and length of the requirements are chiefly due to 
two causes. One is that most of the corporate securities held by the 
life insurance business are not quoted in the market; but the system 
attempts to assign to them an appropriate market value. The other is 
that an exception to market value is made for securities with certain 
characteristics. These securities may be valued on what is referred to 
as an “amortized” basis; that is, cost adjusted annually for the grad- 
ual amortization of any difference between cost and maturity value. 
This relief from a market basis is available for bonds with maturity 
dates which on June 1, 1950, were rated among the top four ratings 
by two of the recognized rating services or bonds which on the basis 
of alternative tests can be regarded as of equivalent grade. 

To summarize, the valuation of securities is treated independently 
on the valuation of other earning assets, such as housing projects and 
real estate mortgages. Of the types of United States and Canadian 
securities entering importantly into the life insurance investment 
picture, we find that most government, state, municipal, and corporate 
bonds of high or medium grade at the time would be reported on an 
amortized cost valuation. Other securities, including bonds regarded 
at the time as below the quality indicated by the Baa rating, all pre- 
ferred and common stocks, and defaulted bonds, would be reported 
at the year-end market valuation or the Committee’s estimate of an 
equivalent market value. 


WEAKNESSES OF THE PRESENT SYSTEM 


Overvaluation in prosperity periods——The system tends to over- 
state values in a time of prosperity. This is likely to be true whether 
the assets are required to be reported on an amortized basis or on a 
market basis. Let us first consider the amortized basis. The purpose 
of amortization of premium and accumulation of discount is to move 
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the valuation systematically and gradually closer and closer to face 
or maturity value. Such a value must be regarded as a maximum 
value. The yield to maturity value on a fixed income investment is as 
much as the average life insurance company can expect to get. The 
higher increment of yield that is received when a bond is called at a 
premium does not usually represent a gain, but in effect is rather mere- 
ly a partial offset to the reduction in income that is almost certain to 
be suffered upon reinvestment of the proceeds in securities of the 
same degree of risk. Similarly, appreciation of the market price above 
maturity value cannot be realized upon to advantage. Because of the 
compulsion to keep funds invested, rises in market quotations above 
cost are rarely realizable to an insurance company, for reinvestment 
would usually have to be made in other securities equally high priced 
with relation to risk. 

Although more than face value is unlikely to be gained, it is al- 
most certain that there will be some ultimate depreciation below this 
maximum. An investment officer would not invest his company’s 
funds in any particular corporate bond if he expected it to default. 
But such an officer would not be guilty of such optimism as to think 
that he will have no more defaults among his corporates than among 
his United States government bonds of corresponding term. He re- 
quires a higher yield to take the added default risk involved in cor- 
porates. Defaults have occurred in the highest of the rating grades, 
Aaa,’ and yet corporate bonds rated as low as Baa are required to be 
valued at their maximum values without allowance for any future 
impairment of that value through future defaults. 

Market values also, as required for other securities, tend toward 
overvaluation when applied in periods of prosperity. This is surely 
true for the fixed income securities and likely to be true also for the 
common stocks. The dividends and interest on preferred stocks and 
bonds in such a period appear more amply covered by earnings than 
in a business depression. The prosperity values are maximum in the 
sense that with increased prosperity such securities can yield no 
higher income payments. Yet with a change from prosperity to de- 
pression there is even more likelihood of suspension of dividend and 
interest payments among their number than in the case of the bonds 
of the four highest ratings. To value these lower-rated bonds and pre- 
ferred stocks at prosperity prices without allowance for some de- 
faults, with more or less permanent impairment of value, is to give 
them higher than reasonable values. 


1. From data furnished by the Corporate Bond Research Project of the National 
Bureau of Economic Research, under the direction of Dr. W. B. Hickman. 
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In the case of common stocks it is not so clear that prosperity 
values are maximum values. Unlike the fixed income securities, an in- 
crease in earnings accrues to the common stockholder either in the 
form of an immediate increase in dividend income or in the form of 
an increase in his investment in the business, which in turn increases 
the base for future common dividends. Thus we find that for many 
decades the long-run trend in common stock market values has been 
upward to the extent of a few per cent per year. And if we can ignore 
the quite unusual extent of the 1929 peak and the 1932 trough, we 
find that the prosperity values in each cycle have been validated, not 
merely by the values attained in the prosperity phases of later cycles, 
but also by the increase in dividend income and in many cases by the 
height of even the depression quotations in later cycles. Historically, 
the risk in common stocks as a class has been a short-time rather than 
a long-time risk, a risk of cyclical rather than secular depreciation. 

Thus we would not be on firm ground in questioning the use of 
market quotations as standards of common stock values in times of 
prosperity were it not for another fact. That fact is that the same 
system which requires market values in prosperity also requires the 
use of market quotations in time of depression. While it might be 
difficult to say that one or the other of these values is wrong, it is cer- 
tainly clear that they both cannot be right. It is not uncommon for a 
common stock to sell for two or three times as much in prosperity as 
in depression. To require that a common stock be written up to market 
value in a time of prosperity is to impose the likelihood of a greater 
write-down in the next depression. Such a valuation system manu- 
factures and magnifies capital losses. It is hard to escape the view that 
the use of market value in time of prosperity without allowance for 
the write-downs required upon a cyclical downturn amounts to sub- 
stantial overvaluation. 

Undervaluation in times of depression—The present valuation 
system tends to undervalue common stocks and fixed income securi- 
ties in a depression. In the case of common stocks, the historical evi- 
dence is so obvious and conclusive that we may without pause turn 
our attention to fixed income securities. 

Fixed income securities that have defaulted are required to be re- 
ported at market value. Such a basis is not inappropriate. There is 
some evidence of a tendency for the market quotations to undervalue 
securities at the time of their default.” For example, out of almost 
$2 5,000,000,000 of corporate bonds outstanding in the hands of all 


2. The statistics in this and the following two paragraphs are from the following 
sources: On all corporate bonds—the Corporate Bond Research Project (see note 1). 
On holdings of life insurance companies—the Life Insurance Association of America. 
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investors on January 1, 1928, about $3,525,000,000 had defaulted by 
1940. The market value of these on that date aggregated only $674,- 
000,000 which was $2,851,000,000 less than face. Within four years 
the aggregate recovery on these bonds had reduced the deficiency 
from face to $1,782 ,000,000. This was a substantial recovery from the 
lower values, but there was still substantial deficiency from face 
value. Because of the likelihood of a substantial permanent impair- 
ment of value, the use of market value in depression for defaulted 
securities is probably better than its use for any other class. 

However, the use of market value for fixed income securities not in 
default tends toward substantial understatement of their value to the 
companies as long-run investments. As business earnings decline in 
depression, the investment ratings on many bonds are reduced. This 
means that many bonds formerly classed as amortizable, because they 
were rated among the top four rating grades, must now be reported on 
a market basis, because their ratings have dropped below the limit 
of admittance to the amortizable classification. Had such a system 
been applied to all of the corporate bonds outstanding on January 1, 
1940, the write-down required on the combined population of de- 
faulted and non-defaulted corporate bonds would have amounted to 
$5,099,000,000 or almost three times the $1,782,000,000 capital 
losses as indicated four years later. 

That this sort of overstatement of capital losses actually occurs 
upon application of the present system to life insurance company 
holdings is evident from data reported for fifty-two life insurance 
companies that account for 82.7 per cent of the assets of all United 
States legal reserve companies. The peak of their write-offs required 
by the present system came between 1940 and 1942, when write-offs 
required for the combined population of non-defaulted and defaulted 
fixed income securities totaled $640,000,000. This was double the 
actual losses for the entire period from the end of 1928 to the end of 
1948 when losses on sales of securities plus write-down of defaulted 
issues to market values totaled $319,000,000. 

The write-downs on non-defaulted securities to depression values 
do not cushion the more legitimate write-downs on the issues which 
actually default. The reductions in ratings which add bonds to the 
market value category and the declines in market prices of non- 
defaulted issues both come, like the actual defaults, in the depression. 
The understatement of aggregate asset values by the present system 
in depression comes mainly from requiring the write-down of non- 
defaulted issues along with the defaulted ones. The non-defaulted pay 
out, thus invalidating the depression market value. The defaulted 
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probably retain much of the impairment in value that is indicated by 
the depression market quotations. 

Overstatement of income in prosperity—The present system of 
valuation contributes to the overstatement of income in periods of 
prosperity in two ways: (1) It treats a rise in securities market quota- 
tions as if it represented realized income to the insurance company. 
(2) It fails to require in prosperity systematic retention, from current 
interest and dividend receipts, of amounts to cushion in future years 
the inevitable asset decline from the maximum prosperity valuations 
the system has required on both the market and amortized bases. 

Let us look first at the matter of market appreciation. All concerned 
in this problem would doubtless agree that in the long run the income 
from the investments cannot be more than the difference between the 
cash invested and the cash received. The receipts consist not only of 
interest and dividend payments but also the amount of cash received 
upon disinvestment. The system of valuation, however, affects how 
this income will be spread over the intervening years. It can attempt 
a systematic and even distribution over all of the years involved in a 
given investment. Or it can allow the distribution to be affected un- 
systematically and unevenly by a factor such as fluctuations in mar- 
ket quotations. For many security holdings this latter method is both 
artificial and unfair. It is artificial in the sense that life insurance 
companies must keep invested and hence cannot generally take ad- 
vantage of general market appreciation in prices. The gains from dis- 
investment in one security are offset by an equally high price for other 
securities in which investment must be transferred. The method is 
unfair, because it allocates this unearned income to periods of pros- 
perity in which, as we shall see, the income may already be over- 
stated. It then requires losses on market write-downs to be taken in a 
period of depression, which will already be burdened by real losses 
from defaults. Thus a policyholder who withdraws toward the end of 
a period of prosperity may have received in dividends amounts which 
are not realized income, and a policyholder through the subsequent 
period of depression may find his capital impaired or at least his divi- 
dends diminished as the result of the overpayments to the policy- 
holder who withdrew. 

The present system not only overstates income in prosperous years 
because of artificial and unfair additions, but also because it fails to 
require certain subtractions. Why does the promised yield on cor- 
porate bonds exceed that on United States Governments of corre- 
sponding maturity dates? Why does the yield offered on the average 
preferred stock exceed that offered on the average corporate bond? 
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The answer is, of course, well understood by professional investors 
and is well established in the literature of the field.* The differentials 
in yield are premiums offered to induce investors to absorb risk of in- 
vestment mortality. The higher coupon and dividend receipts of good 
years are then not all income. Some portion must first be reserved 
against the eventual failure of a fraction of them to pay out. Only 
then is the income equitably distributed over the various years in- 
volved in an investment. Only then is equity preserved between 
policyholders of different times. By valuing securities in prosperity 
at maximum values and not providing for retention of assets to re- 
place the probable eventual depreciation from this maximum, the 
present system allows and even encourages the disbursement of cap- 
ital as income and fails to preserve equity between policyholders. 

An interesting fact is that the present system does to a certain ex- 
tent observe the principle of requiring systematic adjustments an- 
nually for eventual capital change. The system requires that the dif- 
ference between cost and maturity value of bonds down to Baa in 
quality grade be amortized. The application of the amortization prin- 
ciple is merely too limited. But the system fails to provide for the 
amortization of the depreciation below maturity value and below 
prosperity market quotations that is almost certain to be realized be- 
cause of occasional defaults. 

Possibly the reason for the failure to extend the use of this princi- 
ple is uncertainty over the exact amount of depreciation that will be 
suffered and the exact timing of it. After all, the difference between 
cost and maturity value and the number of years to maturity date of a 
bond are definite and exact. If this is the reason, the authors over- 
look three inconsistencies of their position. One is the inconsistency 
with the record of bond performance. We know from the data gath- 
ered by the Corporate Bond Project of the National Bureau of Eco- 
nomic Research that of the corporate bonds issued and extinguished 
between January 1, 1900, and January 1, 1944, only about a fifth 
were actually retired at maturity.* 

A second inconsistency is within the insurance business—more 
exactly the valuation of the liabilities. It is not known when a man 
will die. Even the average probability is merely an estimate from 
which the actual average performance will depart. These uncertain- 
ties do not prevent the gradual and systematic accrual of reserve lia- 
bilities. 

3. See, for example, Arthur Stone Dewing, Financial Policy of Corporations (1926 
ed.), pp. 1174-80, particularly, p. 1179. 


4. Corporate Bond Research Project (see note 1). 
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The third inconsistency is with the valuation of long-term operat- 
ing assets in other businesses. The exact life of such assets is rarely 
known in advance and the amount they will bring in disposition is 
problematical. The regular annual deduction from income will, there- 
fore, probably overstate or understate somewhat each year’s share of 
the ultimate depreciation. This fact does not deter accountants and 
the courts from recognizing that assets and income are thereby more 
accurately stated by deducting estimated depreciation than if no pro- 
vision were made.° 

But are life insurance companies investments long-term operating 
assets? The liabilities of a life insurance company at year end consist 
mainly of policy reserves carried at less than the face or ultimate 
liability of the policies represented. However, the financial problem 
of the company is not merely to have assets equal to or in excess of 
the present valuation of the liabilities. It is so to invest the funds that 
cash will be available in the future to pay off the higher amounts that 
will ultimately come due. This means that the investments of a life 
insurance company must be regarded as long-term assets and as 
operating assets. There is precedence in the financial field for such a 
“going concern” basis of valuation. It is found in the valuation re- 
quirements for assets of mutual savings banks, as approved by the 
Federal Deposit Insurance Corporation and which have been in use 
since about 1946.° 

Harmful effects on the surplus balance.—The present valuation 
system subjects the surplus balance to unnecessarily wide fluctua- 
tions and these are likely to have an adverse effect on investment 
policy. By surplus, we shall mean here the surplus of assets over 
liabilities, with the assets valued according to present requirements, 
with no allowance for future write-downs. (It corresponds to “un- 
assigned funds”’ plus “below the line” reserves.) Surplus so defined is 
not permitted to exceed a certain ratio to the liabilities—the New 
York state limit, for example, is 10 per cent. Within this narrow limit, 
the surplus balance may fluctuate widely from year to year merely 


5. “The very words of the statute, ‘reasonable allowance’ . . . indicate that estimates 
and averages are in view rather than demonstrated actualities.” Grant v. Rose, 32 F. 
2d 812, 814 (1929), Aff’d. 39F. 2d 340 (C.C.A. 5th 1930), appeal dismissed 283 U.S. 867, 
51 S. Ct. 657 (1931). 


6. See Annual Re port for 1946 of the Federal Deposit Insurance Corporation, pp. 71-77. 
Also for evolution of thought on this subject in the banking field, see Harry L. Severson, 
“Going Concern Value in Bank Examination,” and “Valuation of Bank Assets,” in 
Commercial and Financial Chronicle (August 24, 1944, and April 7, 1949, respectively ; 
and “A Survey of the Economics of Allowances for Bad Debts on Loans Held by Com- 
mercial Banks,” University of Cincinnati Law Review (January, 1950). And Herbert V. 
Prochnow, “Bank Liquidity and the New Doctrine of Anticipated Income,” The Journal 
of Finance (December, 1949). 
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from the impact of the valuation system. It is required to bear the full 
impact of the write-down to market value of defaulted bonds, but 
also of the write-downs and write-ups of non-defaulted securities 
required to be valued on a market basis. That practically all these are 
unnecessary is evident from the fact that most other businesses suc- 
ceed in avoiding them by the use of a “going concern” basis of valua- 
tion in preference to a “liquidation” basis. 

That they are likely to have an adverse effect upon investment 
policy follows from the fact that life insurance company manage- 
ments have a strong aversion to exhibiting a deciine in their surplus 
accounts. Their investment decisions, therefore, are likely to be col- 
ored by attempts to avoid a short-term surplus decline. How can they 
through investment policy avoid a short-term surplus decline? The 
risk can be avoided through confining investments to the highest 
grade short-term bonds, the type bought by banks, not for earning 
assets, but for their secondary cash reserves. These yield much less 
than the rate of interest required to produce the policy reserves, and 
competition for their limited supply would reduce the yield still fur- 
ther. Such a policy of protecting the current balance would not only 
endanger the future solvency of the policy contracts, but would de- 
prive the economy of much needed financing of long-term business 
capital needs. 

Another way of attempting to avoid the impact of declining market 
quotations would be to sell bonds during a decline in the market. 
Such a process involves taking a real immediate capital loss in order 
to avoid the greater book capital loss that would be suffered upon 
further decline in the quotations. Not only may such a policy impair 
the assets, but it would probably also mean reduction in future earn- 
ing power, for reinvestment would have to be made and in higher 
grade assets. Not only would such a policy affect the assets and earn- 
ing power of the insurance companies, but it would also contribute 
toward instability of the capital market. The dumping of securities 
on a declining market would accentuate and further that decline in 
market values. The lower quotations thus engendered would increase 
the book write-downs and reduce the apparent solvency of those life 
insurance companies that elected to hold such securities for ultimate 
work-out. 

There is a tendency on the part of some people to minimize the 
danger to the surplus balances of the impact of write-downs to market 
value in time of depression. For they see on the balance sheets of the 
companies only a small amount of securities of the types currently 
exposed to market valuations. We must keep in mind that many bonds 
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now rated high enough for valuation on an amortized basis would in 
depression have lower ratings and increase the category for which the 
present system would require valuation at market. Also, the reason 
that the amount of securities vulnerable to current or potential mar- 
ket valuation is small for many companies is partly because the valu- 
ation requirements thus discourage their acquisition. Many invest- 
ment officers of life insurance companies have told me that they avoid 
medium-grade corporate bonds and preferred stocks that would other- 
wise be satisfactory for their purposes only because of the possible 
impact of market valuation on their surplus balances. 

Impermanence of the system.—lIt is quite possible that the state 
insurance commissioners appreciate the weakness of the present valu- 
ation system under depression circumstances. What, then, might ex- 
plain their complacency? The only explanation that has occurred to 
me is that they are prepared to change the system under stress of cir- 
cumstances, but see no point in abandoning the system so long as 
circumstances are favorable. 

There is some circumstancial evidence in favor of this explanation. 
In the first place, the state laws generally give the commissioners dis- 
cretion as to the standard of value they impose. In the second place, 
the commissioners in turn have set up machinery by which their valu- 
ation committee can depart from the system they have set up in their 
valuation resolutions. This is found in the paragraph starting at the 
bottom of page iii of the June 30, 1950, release of the Committee, 
mentioned above, “RESOLVED, that in order to meet any unforeseen 
conditions which may arise, the Committee on Valuation of Securities 
shall have full power to amend the resolutions regarding market and 
amortized values which have been adopted at this meeting. Such 
amendments shall become effective immediately upon their approval 
by the Executive Committee of the Association.” In the third place, 
the commissioners have made no pretense that their requirements are 
other than temporary. The resolutions as to valuation are passed each 
year and apply only to the statements for the current year; they are 
complete in the sense that they do not rest upon or refer to the pro- 
visions of a preceding year; and in fact each succeeding year’s reso- 
lutions have differed from those of the preceding year in at least some 
minor respect. 

Let us suppose we are suddenly in a year of depression, with busi- 
ness earnings falling off rapidly, followed by some reductions in bond 
ratings, and a movement downward in prices of medium-grade bonds, 
preferred stocks, and common stocks. These are all securities vulner- 
able, currently or potentially, to market valuation. Should a company 
sell its long-term investments at already reduced market prices be- 
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cause of the possibility that its surplus may become drastically im- 
paired through the holding of such securities at a substantially lower 
level of prices? Or should the company gamble that the commissioners 
will change their valuation requirements? To the uncertainties of the 
future market there are added the uncertainties as to future valuation 
requirements. What changes will the commissioners make to alleviate 
the situation? Will they make them in time? How many companies 
choosing not to disinvest their income producing securities will need- 
lessly be declared insolvent before the commissioners recognize that 
the current market prices are too low to represent “fair value”? How 
much in the way of unnecessary capital loss and loss of income from 
sale of securities to avoid the impact of further market decline will 
take place before the Committee realizes the need for action? The 
fact that during prosperity a system is adhered to which does nothing 
to build up a cushion for the vicissitudes of depression is little assur- 
ance that changes in depression will be made in time. The time is now. 


SUGGESTIONS FOR IMPROVEMENT 


It is easily possible to outline a system of valuation that will be 
more appropriate for the life insurance business. That is, we can sug- 
gest a system which: (1) preserves better, or at least disturbs less, 
equity between different generations of policyholders; (2) encour- 
ages investment policies that are healthier for both the companies and 
the rest of the economy; (3) produces values that measure more accu- 
rately, and give more substantial encouragement to, ultimate sol- 
vency; and (4) is applicable to depression as well as to prosperity 
conditions. 

Conceptually such a system could be quite simple. It could involve, 
like the present system, cost or amortized cost for some securities 
and end-of-year market quotations for others. There would be two 
important differences: one, in the division of securities between these 
two basic values; and the other, in the supplementation of these 
values with reserves for depreciation from them. 

Outline of a System.—All fixed income securities on the asset side 
of the balance sheet such as bonds and preferred stocks in good stand- 
ing, would be valued at cost or amortized cost. (For such securities 
already on the books at the time of starting the system, book or “‘As- 
sociation value” at that time would be used in place of original acqui- 
sition cost. ) 

All variable income securities, such as common stocks and defaulted 
bonds and defaulted preferred stocks, would be valued on the asset 
side of the balance sheet at year-end market. 

Offsetting the foregoing asset valuations would be two “above the 
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line’”’’ reserves: one, for possible capital losses on fixed income securi- 
ties; and the other, for fluctuations in the value of variable income 
securities. 

The limits of the fixed income security reserve would be set accord- 
ing to findings from research on the past capital losses in various 
classes of fixed income securities. A wealth of data is available from 
the Corporate Bond Project of the National Bureau of Economic Re- 
search and the investment records of the life insurance companies 
themselves. This reserve would be a sort of graduated reserve, with 
higher limits for the securities that involve high risk and low limits 
for those involving little risk. 

The limit of the reserve for market fluctuations of the variable in- 
come securities would likewise be set in the light of past experience. 
Offhand, I should say that a limit of 50 per cent of the market value 
at all times would appear to be about right. 

The reserves would be built up at a regular rate out of each year’s 
income until the limit is reached. Thereafter, the same process would 
be resumed whenever the reserve fell below its limit. 

When losses are incurred in fixed income securities either through 
sale at less than cost or through write-down to market upon default, 
the depreciation from cost would be charged against the reserve. Until 
the reserve has been built up to its limit, gains from sale or redemp- 
tion above book should be credited to the reserve. 

In the case of common stocks and defaulted securities, their reserve 
would be charged with all write-downs to year-end market values and 
all losses on sale. Whenever the reserve is below its limit, it would also 
be credited with all write-ups and gains from sale. 

When the reserves are insufficient to absorb write-downs, the re- 
maining impact would be on surplus, as before. 

So much for the basic nature of the suggestion for a better system. 
To be complete, many details would have to be set forth and de- 
fended. And many alternative ways of arriving at the ends indicated 
above would have to be explored and compared. 

Definition of default——There is not space for that here. But I 
should like to throw in ideas on two points, because they might be 
controversial. One is that default should be defined as simply failure 
to pay the amount of interest or dividend according to promise. The 
omission of such words as principal and sinking fund are deliberate. 
The NAIC Committee should interpret the word “failure” in a real- 


istic rather than a literal sense. What I am trying to say is that the — 


ascertainment of default may be more a matter of financial than 


7. That is, not a “surplus” reserve. 
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legal analysis. To illustrate: let us suppose that an insurance company 
holds the entire issues of X Company’s 4 per cent bonds and Y com- 
pany’s 4 per cent bonds. The insurance company consents upon re- 
quest to rewriting the old terms, substituting in each case a 3 per cent 
rate for the old 4 per cent rate. Are these defaults? If financial analy- 
sis indicates that Company X had deteriorated financially to the point 
that it would have had obvious difficulty in paying the old rate, then 
the Committee should find that the change in that bond constitutes 
a default. Perhaps financial analysis of Company Y would show that 
it is able to pay the old rate very comfortably, and is able to call the 
bonds for redemption and refinance in the market by the sale of a 
new issue at a lower rate. In that case the change in contract resulted 
from strength instead of weakness and the insurance company gave 
up nothing by the voluntary shift that would not have been accom- 
plished at greater expense by both parties through a public refunding 
operation. To take another illustration: suppose that the insurance 
company held all of the bonded debt of Q Company and to avoid a 
default by Q, loaned additional funds. The commissioners would then 
seem to be on realistic grounds in finding that both the old and new 
issues should be classed as defaults, even though the flow of interest 
payments had not been interrupted. 

Alternative bases for the graded reserve.—The other observation 
is with respect to the graded reserve for the fixed income securities. 
There are various ways of arriving at the goal of building up the re- 
serve to higher amounts for the riskier securities. One way is by class- 
ification of the securities into grades such as Aaa, Aa, etc., and attach- 
ing different rates and limits for each grade down to perhaps the high- 
est for preferred stocks. Some securities already bear ratings, but 
many others, such as mortgages, privately placed bonds, and pur- 
chase-and-lease-back arrangements, do not. 

To avoid the difficulties of classification and still get accumulations 
substantially correlated with risk, it would be possible to require 
merely that a certain fraction of the income of any security over a 
certain basic rate be credited to the reserve for the life of the security 
or for so many years, whichever was the shorter. Forces of compe- 
tition in the capital market tend to make for higher yields on the 
riskier securities, so that such a method would tend to qualify income 
and build up the reserves according to the probable use of the re- 
serves. The basic rate could be the rate at which the company is re- 
quired to increase its policy reserves. Another possibility, as a basic 
rate, would be a so-called “riskless” rate, as say the rate of yield on 
government bonds of most similar maturity. Under either of these 
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methods no distinctions would be necessary between real estate mort- 
gages and “securities”; between privately placed and publicly quoted 
securities; and between preferred stocks and bonds. Whichever basic 
rate is taken, the Committee should designate whether it should be 
the current differential in yield or the differential at the time of acqui- 
sition of the security. There are arguments for each, which will not 
be taken up here. 

Conclusion.—Let us conclude by summarizing briefly the ways in 
which the suggested scheme would be more appropriate for the busi- 
ness. The reserving of a portion of the receipts of good years against 
the eventual impairment in bad years of some of the assets that pro- 
duced that income improves equity between policyholders of different 
times and also contributes to future solvency. The system does not 
have to be changed in depression; and, since there is a limit on the 
reserves, it is also fair to years of prosperity. The elimination of most 
of the unrealized gains and losses from income and the graduation of 
the deductions for capital losses in accordance with the relative risk 
of loss qualifies the earnings so that the resulting surplus is more 
nearly a real surplus. With less worry over the short-term fluctua- 
tions of the market, the investment officers can concentrate better on 
the selection and holding of securities for long-term investment. The 
assets in good years are more conservatively valued, from Aaa corpo- 
rates down to common stocks and there is less danger of undervalu- 
ation in depression. We already have a reserve basis for human mor- 
tality; this suggests one for investment mortality as well. 
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THE VALUATION OF SECURITY HOLDINGS OF 
LIFE INSURANCE COMPANIES 


(Discussion ) 


Harry L. SEVERSON* 
Housing and Home Finance Agency 


IT Is A PLEASURE to be able to comment on so informative and scholar- 
ly a paper as Professor Fraine’s. Not only does Professor Fraine de- 
lineate a number of significant problems, but he indicates the direc- 
tion in which constructive solutions are to be found. I am in basic 
agreement with the ideas expressed in this paper, although I would 
push some of the concepts considerably farther than he does. For 
instance, I believe that market quotations should be abandoned en- 
tirely in the valuation of all assets held by financial institutions which 
have dollar liabilities. In my judgment, market or salvage values are 
appropriate only for defunct institutions or those so hopelessly in- 
volved that liquidation appears to be necessary. 

Professor Fraine’s description of current practices in the valuation 
of securities held by life insurance companies points up what a curious 
mixture of conflicting theories of valuation is being used. Securities 
involving risk, which should logically be held for the long pull, are 
valued on the basis of market quotations at the year-end on the as- 
sumption apparently that these securities will be sold; although Gov- 
ernments for which there is a supported market and which can there- 
fore quite properly be counted upon as a source of funds in an emer- 
gency are valued at book on the assumption, it appears, that they will 
be held to maturity. Furthermore with the important exception of 
Governments and municipals, bonds for which market quotations are 
available are apt to suffer in comparison with dollar claims which do 
not usually come to the market place. This reminds one of breaking 
the thermometer when the landlord refuses to furnish as much heat 
as the tenant would like. Stated somewhat differently, the accidents 
of the securities markets control the valuation of the securities and 
thus, as the executives of the insurance companies are painfully 
aware, the amount of the “surplus,” unless of course the market is 
so low at the year-end that the rules are changed. The provision for 
the annual revision of the rules is evidence of the utter lack of confi- 


* The opinions expressed in this paper are those of the author and do not necessarily 
reflect those of the Housing and Home Finance Agency. 
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dence in the rrethods of valuation currently in use. This is fortunate, 
of course, for when rules are based upon pure expediency freezing 
them might result in disaster at some future date. Perhaps, the best 
thing that can be said of current practices is that market prices fluc- 
tuate so fortuitously that no one will agree to accept them under all 
circumstances. 

This whole thing would be a huge joke if it were not so serious. As 
long as interest rates remain low and there is a shortage of goods, ex- 
ternal events, however, are not likely to bring this weird system into 
disrepute. In one sense it matters little what method of valuation is 
used in prosperity since almost no financial institutions are liquidated 
in good times; but as is pointed out so clearly, there are serious ob- 
jections to the present system even when business is good. The over- 
valuing of assets in prosperity is not forthright and like so many 
intellectually dishonest concepts may have disastrous consequences 
if taken seriously. The uncertainty concerning valuationg inhibits the 
officials of insurance companies in the placement of their funds. The 
fear of having to absorb a market depreciation in the future is un- 
doubtedly a factor of importance in keeping insurance companies 
from investing in ventures that would provide a profitable outlet for 
the companies and would be constructive from an over-all or social 
point of view. In bad times a sensible valuation may make the differ- 
ence between an institution’s staying open or being liquidated. It is 
now evident that the closing of financial institutions that could have 
been worked out without loss if they had been allowed to continue as 
going concerns contributed to the vicious circle which culminated in 
the great depression. 

As indicated in my introduction, I disagree with Professor Fraine’s 
suggestion for using market quotations as a basis for the valuation of 
defaulted bonds and common stocks since these are the very areas 
where market quotations are apt to fail most completely to reflect 
long-term prospects and, therefore, the areas where a system based 
upon cost with appropriate allowance for bad debts can make the 
greatest contribution. On the basis of the figures presented in the 
paper, the market at the time of default greatly exaggerated the ulti- 
mate loss in these bonds. As Professor Fraine sees so clearly, from 
no point of view is it wise to force financial institutions “to clean up” 
in a depression, but I fear that the use of market quotations if not 
carefully administered will do just that. If a value is used which is 
based upon cost with an allowance being systematically built up, the 
situation should be quite different. In so far as the basis for com- 
puting the periodic credit to the allowance was sound and the system 
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was established early in a preceding period of prosperity, the allow- 
ance would be adequate to absorb the losses which developed from 
defaults and therefore there should be no particular pressure for liqui- 
dation. The wide swings of the stock market make valuations of com- 
mon stocks based upon the quotations of any particular day extremely 
fortuitous indeed. 

The method of valuation of securities is but one part of the broader 
problem of the preparation of financial reports, and this in turn is 
part and parcel of the still broader problem of supervision. Any im- 
provements along the lines suggested in Professor Fraine’s paper 
would depend, of course, upon accurate and rather detailed financial 
reporting—income statements as well as balance sheets. In my judg- 
ment, a method of valuation based upon book with appropriated 
allowances for losses would be fairer to the companies and easier 
for insurance commissioners, although in all probability it would re- 
sult in stricter supervision. One function of the periodic charge to 
profit and loss and credit to the allowance is to prevent an overstate- 
ment of earnings in prosperity. When a commissioner judges the con- 
dition of a company to be deteriorating, he would under this system 
increase the charge against earnings, thus placing the management 
under pressure while there is still hope for constructive action. Im- 
plicit in such a system would be a clear distinction between solvency 
and liquidity. If an insurance company does not maintain what the 
commissioner believes to be adequate liquidity, an appropriate sanc- 
tion should be invoked, but this should not be in the form of a penalty 
in the valuation of its assets. 

Everything considered, the present is certainly the time to look at 
this whole group of perplexing problems. When inflation and a short- 
age of the factors of production plague the economic system, only 
those institutions which suffer from the grossest forms of mismanage- 
ment are under any pressure, with the results that all facets of these 
knotty and complex problems can be discussed openly and evaluated 
objectively. Contrast this with the hysteria which is apt to exist when 
business is bad. As we all remember, during the depression the most 
trivial incidents sometimes resulted in a run on a number of financial 
institutions, the effects of which were apt to be extremely far-reaching 
and disastrous. In such times a frank discussion of the possibility 
(or implications) of the insolvency of financial institutions would be 
much too hot a subject for a public meeting such as this. 

The imposition of the federal income tax on insurance companies 
is a practical reason for making a change in the method of valuing 
assets while prosperity is with us and losses are low, since the annual 
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charge against earnings and credit to the reserve should properly be 
regarded as a deduction in computing the income tax liability. It 
would be ironic if the imposition of the income tax should prove to be 
a blessing in disguise for the industry by providing an impetus toward 
sounder methods of valuation and indirectly toward a reconsideration 
of the best outlets for the funds of insurance companies. 

Even though the success of an investment program depends largely 
upon an accurate forecast of the changing economic scene, too many 
of the current practices are based upon vestiges of theories developed 
in an era that is past. I would like to see a serious research study 
aimed at a restatement of investment principles. Since the differences 
between banks and insurance companies, for example, are more of 
degree than of kind, it might be well to extend the study to cover all 
financial institutions with dollar liabilities. Careful thought should be 
given to the theory and practice of government supervision. Provision 
should be made in advance for flexibility to handle as many as pos- 
sible of the unfortunate eventualities which may have to be faced 
during the next few decades. There are, of course, many ways in 
which the allowances for bad debts could be computed, and consider- 
able study is required to work out the implications of each under 
varying conditions of the economy. Also the federal income tax law 
should be written and interpreted with an eye to its effect upon the 
solvency of financial institutions. 

To conclude, the future of American financial institutions is only 
partly in the hands of the officers and supervisory authorities, but 
this is the very reason that everything possible should be done so that 
the operation of the financial system will be a constructive influence 


upon the general economy in the troublous times which undoubtedly 
lie ahead. 
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GOVERNMENT FINANCIAL AID TO 
SMALL BUSINESS 


MEETING THE LONG-TERM CAPITAL REQUIREMENTS 
OF SMALL BUSINESS* 


Cuar.es H. Scumiptt 
Board of Governors of the Federal Reserve System 


ONE OF THE MAJOR PROBLEMS in the field of small business financing 
is that of providing long-term capital. Such capital, whether in the 
form of debt or equity, is required to finance the purchase of fixed 
assets, to provide a certain amount of working funds for meeting pay- 
rolls and carrying inventories, and to serve as security for commercial 
bank and other short-term credit. 

Economic and social developments of the past few decades have 
noticeably affected the traditional sources of long-term capital for 
small business. Personal savings of small business entrepreneurs are 
still available for the launching of new business ventures, but heavier 
personal and corporate income taxes are taking an increasing share 
of business profits and leaving relatively less available for reinvest- 
ment or “plowing-back”’ into the business. Meanwhile, a gradual evo- 
lution in individuals’ savings habits and investment preferences has 
curtailed such traditional external sources of small business capital 
as friends of the owner, local capitalists, and business associates. 

Considering the practical difficulties of increasing investment in- 
centives through tax reduction, particularly in a period of heavy de- 
fense expenditures, or of moderating the investment preference of 
individuals, some institutional solution to the problem of providing 
small business with long-term capital must be sought. In view of the 
special requirements of small business financial aid and the problems 
encountered in financing small business, it is doubtful if any of our 
existing financial institutions are equipped to perform this service. 

* This article by Charles H. Schmidt and the following two articles by Dan Throop 
Smith and Herbert E. Dougall were presented at a meeting of the American Finance 
Association in Chicago on December 27, 1950. The general subject discussed at the 


session was “Government Financial Aid to Small Business.” The program was under 
the chairmanship of Donald M. Halley, Tulane University. 


+ The views expressed in this article are the personal ones of the author and in no 
way reflect the views of the Board. 
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CRITERIA FOR EXTERNAL FINANCING OF SMALL BUSINESS 


Provision of long-term capital in the forms in which it is custom- 
arily supplied to large corporations would not prove an adequate so- 
lution to the financial problems of small business. Increasing com- 
plexities of business operation, the sharing in management and conse- 
quent loss of independence on the part of the small businessman that 
external common stock investment entails, and the inflexibility and 
relatively high cost of traditional forms of long-term credit available 
to small business all suggest that the following criteria must be met 
in providing financial assistance. 

Financial aid should be accompanied by managerial and technical 
assistance.—Such studies as have been made of the problems encoun- 
tered by small business all indicate that the primary source of small 
business difficulties is incompetent or inefficient management. In nu- 
merous instances in which small business owners have attributed their 
lack of success or failure to inadequate financial resources, it was the 
opinion of impartial observers that management was primarily to 
blame. A number of specialized financial institutions that have been 
established for the primary purpose of aiding small business or of de- 
veloping new businesses, including the Industrial Development Bank 
of Canada, the Industrial and Commercial Finance Corporation of 
England, and the American Research and Development Corporation, 
have recognized and provided for the basic need of small businesses 
for managerial and technical assistance and advice. All of these organ- 
izations maintain staffs of legal, accounting, managerial, and engi- 
neering experts who analyze the operations of their clients and advise 
them on a continuing basis. Any small business financing institution 
that did not provide, and perhaps require the acceptance of, mana- 
gerial and technical advice in conjunction with financial aid would 
soon find that a large proportion of its loans and investments were 
supporting inefficient and uneconomical ventures. 

Financial aid should not jeopardize owner’s independence or con- 
trol.—External financial aid, if it is to be acceptable to small business, 
must not entail extensive sharing in ownership or subordination of the 
owner’s management prerogatives. Many would-be individual and 
larger corporation investors in small businesses are not welcome for 
the simple reason that their investment would involve the owner’s 
sharing, and possibly losing, control. On the other hand, an institution 
whose primary objective was that of providing financial aid, even 
though coupled with managerial and technical assistance, rather than 
of acquiring ownership or a share in the profits and management of 
small business concerns, would encounter less opposition. Special 
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forms of common stock and loan agreements which would limit the 
financing institution’s participation in management decisions to cer- 
tain aspects of the business’ operation might also be employed suc- 
cessfully. 

Financial aid should be tailored to requirements of individual busi- 
ness concern.—The form in which financial aid can most effectively 
be provided depends in large measure on the circumstances surround- 
ing the individual business concern. In some cases debt capital alone 
might prove adequate; in others common or preferred stock, or some 
combination of equity and debt capital, would be more suitable. The 
Industrial and Commercial Finance Corporation has experimented 
with all types of financing, singly and in combination, and has at- 
tracted a good bit of attention in England with what is known as the 
“ICFC sandwich.” Briefly, this may be described as a loan secured 
by a portion of the borrower’s assets coupled with the purchase of 
preferred stock. This leaves the borrower’s working assets free as se- 
curity for bank loans and strengthens his over-all financial position 
by the injection of more equity capital. 

Terms and conditions of loan capital, as well as the proportion of 
loan to equity capital, should also be tailored to the requirements 
of small business, whose earnings are extremely volatile and for whom 
a rigid schedule of interest and amortization payments might cause 
unnecessary financial embarrassment in periods of temporarily de- 
pressed earnings. 

Furthermore, in order that a financing institution may cover its 
costs of operation and obtain a return commensurate with the risks 
involved without charging excessive rates of interest on loans granted, 
it will probably be necessary to provide for some sharing in small 
business profits through ownership of preferred or common stock. 


PROBLEMS OF PROVIDING EXTERNAL CAPITAL FOR 
SMALL BUSINESS 


Financing the long-term capital requirements of small business, 
particularly if the criteria outlined above are to be met, poses a 
number of cost and organizational problems. These problems were 
considered at some length in the drafting of the Lucas-Spence and 
O’Mahoney bills, which were introduced during the second session 
of the 81st Congress. The capital structure, lending and borrowing 
powers, and organization of the proposed National Investment Com- 
panies provided for in the Lucas-Spence bill, as well as the experience 
of similar institutions already established, serve to illustrate as well 
as to suggest solutions to many of these problems. 
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High costs of investigating applicants and of servicing small loans 
and investments.—A financing institution that undertakes a complete 
investigation of all small business applicants for long-term capital 
would probably find that the cost is disproportionately high in rela- 
tion to income obtained from loans and investments made. American 
Research and Development Corporation, for example, received 3,000 
applications for financial assistance during the first four years of its 
existence; of these, half were eliminated in the course of preliminary 
review. Of the remaining 1,500, each of which involved rather de- 
tailed and thorough examination, only sixteen had been finally ap- 
proved at the time the report was made. While this Corporation is 
primarily interested in the development or expansion of new techni- 
cal products and processes, rather than in providing capital to con- 
cerns in established industries, similar investigational problems would 
be encountered by any small business financing institution. 

On the other hand, if commercial banks can be relied upon to con- 
duct the preliminary screening of small business applicants, and to 
pass on only those which have some merit, much of the detailed, ex- 
pensive, and oftentimes fruitless search for projects warranting seri- 
ous consideration might be avoided. The commercial banker, though 
not in a position to advance semi-permanent credit or to make equity 
investments in small business concerns, is thoroughly familiar with 
businessmen and prospects in his community. The recently an- 
nounced loan participation plan of the Chase National Bank, where- 
by the latter relies heavily upon recommendations of its correspond- 
ent banks in selecting loans for participation, is illustrative of the role 
which commercial banks might play in the operation of a new small 
business financing institution. This role of the commercial banks was 
specifically recognized in Section 209 of the Lucas-Spence bill which 
states that “wherever practicable the operations of a national invest- 
ment company shall be undertaken in co-operation with banks or 
other financial institutions, and any servicing or initial investigation 
required for loans or acquisitions of securities by the company under 
the provisions of this Title may be handled through such banks or 
other financial institutions on a fee basis.” 

To operate most effectively in conjunction with commercial banks, 
a small business capital financing institution should be privately 
owned, preferably by the commercial banks and other financial inter- 
ests in the area which it serves. It was in fact for this reason that the 
Lucas-Spence bill provided for private ownership, either initially or 
subsequently, of the proposed national investment companies. 

Need for substantial capital—Provision of adequate managerial 
and technical assistance, investigation of applicants, and proper serv- 
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icing of loans and investments require adequate staffing of a small 
business financing institution with technically qualified personnel. 
Operating costs, including staff salaries, are bound to be substantial; 
the Industrial Development Bank of Canada concluded its first year 
with a staff of twenty-six and operating costs of $111,000. By the end 
of its fifth year of operation IDB’s staff had increased to ninety-nine 
and operating expenses to $477,000. 

Not only are operating costs substantial, but any newly organized 
small business financing institution would have to count on a mini- 
mum of two or three years to invest its funds in higher yield loans 
and business investments. Both the Industrial Development Bank of 
Canada and American Research and Development Corporation ended 
their second year of operation with well over half of their funds in- 
vested in government securities and only about one-third in business 
loans and investments. 

In order to insure enough income from government securities to 
cover expenses during the first few years of operation and to permit 
sufficient diversification of business loans and investments to com- 
pensate for the risks involved in small business financing, the Lucas- 
Spence bill provided that the proposed national investment companies 
should have a minimum paid-in capital and surplus of $5 million. 
Since a minimum capital of this amount was deemed essential to the 
successful operation of a national investment company, and in view 
of the difficulties that might be expected in raising capital in such 
amounts from private sources, the bill further provided that each 
Federal Reserve Bank might invest in the stock of one or more such 
companies, but with a view to the ultimate disposal of such stock to 
banks and other private investors. The total investment of any Fed- 
eral Reserve Bank in the shares of one or more national investment 
companies was limited by the provisions of the bill to 2 per cent of 
the combined capital and surplus of all its member banks or $5 mil- 
lion, whichever is greater. By making the stock of national invest- 
ment companies eligible for purchase by commercial banks, other fi- 
nancial institutions, business concerns, and individuals the bill sought 
to insure their eventual private ownership, even though the initial 
capital might have to come from the Federal Reserve System. 

Limited incentives to financing of small business——The need for 
some form of tax incentives to the financing of small business has 
been recognized in both the Lucas-Spence and O’Mahoney bills. The 
former would tax the proposed national investment companies under 
the provisions now applicable to regulated investment companies, 
with modifications permitting the building up of a tax-free reserve 
equal to 20 per cent of invested capital, and the carrying forward of 
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losses. An additional amount, equal to 30 per cent of invested capital, 
could be added to the reserve out of dividend income, against which 
the 85 per cent dividend-received credit would be allowed. If 90 per 
cent of the investment company’s remaining income were distributed, 
the company would not be taxed on the distributed income. 

The O’Mahoney bill took a somewhat different approach by pro- 
viding the investment companies with a fifteen-year exemption from 
all state and federal taxes, except those on real estate. There is a pre- 
sumption, in the case of the O’Mahoney bill, that the question of tax- 
ation would be reviewed at some time during the fifteen-year period 
with a view to recommending longer-run tax policies consistent with 
the special requirements of such financing institutions. 


GOVERNMENT VERSUS PRIVATE FINANCING OF 
SMALL BUSINESS 


Aside from the desirability for close working relationships with 
commercial banks there are other, and even more compelling reasons, 
for preferring private to public ownership of any specialized small 
business financing institution. Unless we are willing to accept the 
principle of outright subsidization of small business, we must recog- 
nize the necessity for providing small business financial assistance 
on a competitive, profit-making basis. A free enterprise economy pre- 
supposes competitive bidding in which the judgment of the market 
place, be it more or less favorable to individual small business con- 
cerns than that of some government official, determines by whom and 
for what purposes available financial resources shall be used. The 
small business financing institutions envisaged in the Lucas-Spence 
and O’Mahoney bills would not only lend and invest their funds on a 
competitive basis for purposes of making profits, but would compete 
with other financial institutions and business concerns by borrowing 
funds in the market in order to expand their financing activities. 

If successful, privately owned small business financing institutions 
would provide an additional investment outlet for individuals’ savings, 
including those channeled into the hands of life insurance companies 
and other savings institutions. Most institutional investors are not 
in a position to invest their funds directly in small business concerns, 
but would probably make funds available to an institution special- 
izing in such financing, particularly if the latter were adequately 
staffed for the purposes of investigating small business applicants and 
of providing needed managerial and technical assistance, and pro- 
viding the scale of the operation assured reasonable diversification of 
risks. 
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IMPORTANCE OF PROPER TIMING AND TESTING OF 
NEw FINANCING INSTITUTIONS 


While the establishment of a new institution to finance the long- 
term capital requirements of small business has much to recommend 
it over the longer run, there is a serious question as to whether, in a 
time of great inflationary pressures such as the present, such action 
would be desirable. Though the ultimate effect of long-term credit 
may be to reduce inflationary pressures by enlarging the productive 
capacity of small business concerns, the inflationary impact of any 
further expansion of credit at this time emphasizes the need for rigid 
conservation of financial resources and, for at least a temporary time, 
postponement of any large-scale endeavor to provide business con- 
cerns with additional funds. 

Assuming that a small business financing institution of the type 
proposed in the Lucas-Spence and O’Mahoney bills were to be estab- 
lished at some future time, there is much to be said in favor of starting 
on a “pilot plant” basis, limiting the number of institutions initially 
to one or two. For one thing, available evidence on the extent and 
character of small business financial requirements is largely circum- 
stantial; operation of a “pilot plant” would provide information on 
the need for additional institutions and the types of financing they 
would be called upon to supply. For another, operating principles 
and procedures should be developed through actual experience before 
launching a full-scale attack on the problem. Finally, until the profita- 
bility of operation has been ascertained through actual experience, 
it is doubtful if private capital can be attracted to this field. If experi- 
ence proves that a small business financing institution cannot oper- 
ate profitably, then other ways and means for meeting the long-term 
capital requirements of small business will have to be explored. 








GOVERNMENT FINANCIAL AID TO SMALL BUSINESS: 
FISCAL POLICY 


DAN THROOP SMITH 
Harvard University 


IN DISCUSSING BRIEFLY that aspect of government financial aid to 
small business which involves fiscal policy, I shall concentrate my at- 
tention on matters of taxation. Government loans and guaranties of 
loans to small business might be considered as an element of fiscal 
policy, since in one way or another they may enter the budget. I was 
pleased to note, however that in the organization of this round table 
the questions of direct loans and insurance of loans were to be cov- 
ered separately, and I therefore have justification for concentrating 
all my attention on matters of taxation. In this particular area, taxa- 
tion does appear to have special significance, since the maintenance 
of conditions under which funds are provided through normal private 
channels seems to me to be vastly more important than the establish- 
ment of special government agencies to serve as substitute sources.’ 

Any current analysis of the effects of fiscal policy on the financing 
of small business must consider excess profits taxation as a major fac- 
tor. The manner in which this form of taxation discriminates against 
the establishment of new companies and the expansion of virtually 
all companies requiring new outside stock financing—a group which 
includes many small companies—has been extensively discussed dur- 
ing the past few months. I shall not, in the brief time available, at- 
tempt to do more than recapitulate the main points on the significance 
of excess profits taxation for small business because of the literature 
on the subject already available. The later discussion, however, may 
give this aspect of the subject the attention which it properly deserves. 

The barrier to the establishment of new business posed by excess 
profits taxation lies in the rate of return allowed on invested capital, 
which, though it seems generous in an absolute sense, is low relative to 
the return available on the stocks of established companies. The 12 
per cent—calculated before the regular corporate income tax— 
allowed on the first $5 million of invested capital must be compared 
with the price-earnings ratios of 4, 5, 6, and 8 existing both for listed 

1. The points in this paper are stated very tersely in a form intended to lead to sub- 
sequent discussion. This, I trust, is appropriate for a round-table presentation. In other 


publications, both recent and prospective, I have attempted to develop the necessary 
elaborations and qualifications for much of the analysis contained herein. 
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stocks and for the purchase of established closely controlled com- 
panies. Under the contemplated 1951 rates of combined excess profits 
and regular corporate income taxation, a new company would have 
to earn at fantastic rates before taxes to give met returns after taxes 
equal to, say, 20 per cent on its invested capital. And unless a new 
company, with all the risks inherent in any new venture, can show 
promise of such returns, how can it be expected to be attractive to 
passive investors with free funds who have the alternative of buying 
into established companies at five times earnings? 

An analogous problem exists for the owners of established com- 
panies contemplating the sale of additional common stock to out- 
siders. They are not likely to be willing to sell the stock unless they 
can reasonably expect to use the proceeds in a manner which will at 
least maintain the earnings per share of their own stock. Here, again, 
the relatively low level of capitalization of earnings represented by 
the present market valuations serves to make it very difficult to carry 
out stock financing without incurring dilution. When new stock is 
sold at prices ranging, say, from four to eight times earnings after 
taxes, the earnings before taxes, even under a 47 per cent corporate 
income tax, must be from 47-++ per cent to 23.5 per cent. An excess 
profits tax at 75 per cent on earnings in excess of 12 per cent pushes 
the required rate of return before taxes to truly spectacular levels.” 

The manner in which excess profits taxation is likely to induce 
waste and extravagance has been generally recognized. The attitude 
of management toward marginal expenditures will be influenced by a 
high marginal tax rate in much more important ways than those usual- 
ly contemplated under the waste and extravagance concept. Com- 
panies subject to a 77 per cent excess profits tax will, for example, 
have 23-cent dollars which they can use in strengthening their com- 
petitive position against other companies not subject to the tax which 
will be spending 53-cent dollars for similar purposes. Under these con- 
ditions many things involving better service, more extensive advertis- 
ing, greater product differentiation, and even, if it were not for the 
fact of a general seller’s market, competitive price shading, will be- 
come prudent and reasonable. They will all work to strengthen the 
position of existing successful companies. 

Excess profits taxation thus, in a variety of ways, appears to be a 
device to freeze the structure of industry. I take it that any process 


2. Though too low to encourage new common-stock financing, the statutory rates 
on invested capital seem unnecessarily high for other types of financing. For an analysis 
of possible differentiation in statutory normal rates of return based on source of 
capital rather than size, see my paper “Role of Invested Capital in Excess Profits Taxa- 
tion,” Symposium on Excess Profits Taxation (Tax Institute, December, 1950; to be 
published shortly). 
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of freezing will be to the disadvantage of existing small businesses 
with expectations of growth on a scale requiring new equity financing 
and will most certainly be to the disadvantage of those potential small 
businesses which must each year come into being if our country is to 
be reasonably dynamic. 

The principal effect of taxation on small business usually has been 
alleged to arise from the manner in which high individual income tax- 
ation has dried up the sources of capital funds. I shall not attempt to 
pass any judgment on the complex question of the relative impor- 
tance of changes in the amounts of current savings and changes in 
investment policies applying alike to current savings and to previous- 
ly accumulated capital funds. Changes in policies and attitudes to- 
ward various types of investments may be vastly more significant, at 
least over considerable periods, than changes in current savings. My 
attention throughout this paper is directed to the various forms of 
tax-induced changes in the attractiveness of different types of in- 
vestments. 

One general effect of the high level of individual income taxation 
on individual investment policy is to reduce the net return from any 
given income before taxes in order to leave a much smaller margin to 
cover the risk of loss. The spread between the returns after taxes 
on risky as compared to relatively safe investments may thus be quite 
inadequate to justify a commitment of funds to the more risky use. 
For example, the person subject to an 80 per cent tax will have net 
after tax 0.5 per cent from a 2.5 per cent government bond and 1 per 
cent from a stock yielding 5 per cent. The difference of 2.5 per cent 
in the yields before taxes is reduced to a mere 0.5 per cent. To be 
sure, the relative yield from the two is still the same, the stock giving 
twice the net return. But to the extent that the absolute rather than 
the relative differential is significant—and it is altogether logical 
that it should be significant—the reduction in this absolute differen- 
tial may be so great as to preclude anything other than the safest uses 
of funds. The existence of tax-exempt securities as an alternative 
compounds the problem of securing a reasonable net differential after 
taxes. 

However, when one turns from an analysis of investments in terms 
of current income to an analysis which considers total ultimate re- 
turns, including capital gains, small corporations are found to have 
many very real and unique advantages. Capital gains are taxed at one- 
half the rate of ordinary income in the lower brackets, with a ceiling 
of 25 per cent. Since the individual rate reaches 50 per cent on a tax- 
able income in excess of $16,000, 75 per cent on a taxable income in 
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excess of $50,000, and 8g per cent on a taxable income in excess of 
$100,000, the advantage of capital gains is very great for investors of 
even relatively modest capital funds. 

In searching for uses of funds which may lead to capital gains, in- 
vestments in small closely controlled companies may be much more 
desirable than investments in stocks of established companies. The 
advantages in closely controlled companies arise in several ways. All 
of the corporate earnings may be retained if there is bona fide expan- 
sion and no problem under Section 102 covering the unreasonable 
accumulation of surplus. Though the ultimate value to be realized 
from the company may not increase directly and fully in line with 
retained earnings, at least there is a reasonable presumption for such 
ultimate realization through liquidation or sale, and the prospects in 
any case may be better than those in a widely owned company where 
a substantial part of the earnings is paid out as dividends—a use 
which very high-bracket stockholders are likely to regard as virtually 
a waste of corporate earnings, since so high a proportion of the divi- 
dends is paid in taxes. 

The organizers of a closely controlled corporation may also, within 
limits, provide for a complex capital structure with each investor 
taking his pro rata share of debentures and common stock. Earnings 
then may be used to retire the debt, thus in effect enabling the in- 
vestors to recoup a large part of their investment in a form that does 
not give rise to income even though it may really involve the distribu- 
tion of the corporation’s current earnings. 

A complex capital structure may also be used to great advantage 
if the common stock is purchased by or otherwise placed in the hands 
of the youngest members of a family group or in trust for their benefit. 
By creating a leverage on the relatively small issue of common stock 
all retained earnings compound to its advantage, with an ultimate 
saving in estate taxes. For example, if a family group has a total of 
$500,000, of which $400,000 is in the hands of the older generation, 
and the total amount is invested in a business venture which retains 
earnings equal to 100 per cent of the total investment prior to the 
death of the older group, in most types of investment the members 
of the older group will have at the time of their death $800,000 subject 
to estate taxation and the younger group $200,000. But if the invest- 
ment is made through a closely controlled corporation, with the cap- 
ital structure designed for the purpose, the older group can take 
$400,000 of debentures and the younger group $100,000 of stock. 
Then, at the time of the death of the members of the older group, they 
would still have property worth only $400,000, while the entire re- 
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tained earnings would be attributable to the common stock, which 
would have increased in book value from $100,000 to $600,000, with 
no part of the increase subject to estate taxation. 

At the other end of the life cycle of a small business, taxation also 
may play a very important part. At this point its effects are almost en- 
tirely adverse. Because of the need for funds to meet estate tax re- 
quirements, or simply because of the desire to secure funds for diver- 
sified investment, many owners of small companies quite naturally 
wish to withdraw a part of their investment in it. A sale of part of the 
common stock can always be accomplished subject to capital gains 
taxation. In many instances, however, owners of small -ompanies do 
not wish to acquire minority stockholders, nor do they wish to be- 
come minority stockholders. For such individuals, a recapitalization 
is a necessary prerequisite to the sale of a part interest. Such a re- 
capitalization will permit them either to keep senior securities and 
sell all of the common stock, or conversely, to sell the senior securities 
and keep all the common stock. 

Within the past few years the tax law has developed in a way which 
virtually precludes most forms of recapitalization in closely controlled 
corporations. For this and other tax reasons, many owners of closely 
controlled companies are finding that their best solution is to sell their 
company completely. Such sales are of course likely to be to other 
corporations, with the consequent loss of an independent business 
concern.” The effect of taxation on the sales of business and on indus- 
trial concentration is the subject of a book by my colleagues Profes- 
sors Butters, Lintner, and Cary, now in process of publication, and I 
shall not elaborate on it here.* 

But in spite of the tax problems arising from the sale or liquida- 
tion of part interests in closely controlled corporations, they may be 
used more effectively to convert income into ultimate capital gains 
than can investments in ordinary securities. For companies which are 
expanding, all income can be retained, and even for relatively stable 
companies capital structures may be set up which will permit earnings 
to be used to retire debt, thereby increasing the net worth of the 
equity interest even though the size of the company as a separate en- 
tity does not grow commensurately. However, because of the great 
difficulty which passive investors have in assuring themselves of good 

3. The addition of sec. 115(g)(3) by the Revenue Act of 1950, permitting the tax- 
free redemption of corporate stock in certain specified situations to secure funds for 


estate taxation, was a move to ease one reason for the sale of closely controlled corpo- 
rations. It was perhaps too generous in some respects but too limited in its applicability. 


4. J. Keith Butters, John Lintner, and William L. Cary, Effects of Taxation, Corporate 
Mergers (Harvard Graduate School of Business Administration, 1951). 
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management in closely controlled corporations, the tax advantages 
mentioned above are not sufficient to justify widespread invest- 
ment in small business by average investors. But for those investors 
who are in one way or another able to assure themselves of good 
management, closely controlled corporations justify and appear to be 
receiving increased attention as investment outlets. 

Though the postponement of realization of income through invest- 
ments in closely controlled corporations and the ultimate realization 
in the form of capital gains are strong attractions, the present treat- 
ment of capital losses still leaves prospective investors in the position 
where they can in a real sense say that the tax treatment puts the 
government in a “heads we win, tails you lose” position. Investment 
losses are treated as capital losses and as such are deductible only 
against capital gains, with $1,000 of net loss annually deductible 
against ordinary income. If I were called upon to suggest some single 
modification of the tax law to encourage investment in small business, 
and, in fact, in all sorts of risky activities, I would propose that the 
investment losses be treated much more liberally by being made de- 
ductible to a much greater extent against ordinary income. 

A very few investors apparently are now in the position where they 
are deemed to be in the business of investing their own funds. For 
such people, I understand, losses on short-term debt obligations of 
closely controlled companies to which they have advanced funds are 
treated as bad-debt losses, deductible in full against ordinary income, 
rather than as capital losses. This sort of treatment apparently might 
have been accorded fairly extensively to investors prior to 1942 when 
the Internal Revenue Code was amended to emphasize the distinction 
between business and nonbusiness bad debts which now exists. 

The deductibility of losses against ordinary income would greatly 
change all calculations on the relative attractiveness of different types 
of investments. A venture which was considered to have roughly only 
an even chance of success would appear to be relatively quite attrac- 
tive if ultimate gains from it were to be taxed at 25 per cent while 
losses would constitute a tax deduction against ordinary income sub- 
ject to taxatiun at, say, 75 per cent. Any such treatment would, quite 
frankly, involve differential tax treatment to encourage risky invest- 
ment. It might be a very appropriate offset to the tax differentials now 
in existence which encourage investment in tax-exempt securities and 
in life insurance, because of the virtual tax exemption of the interest 
element in life insurance policies maturing through death. 

if any modification were to be made in the law, it might most simply 
be handled by increasing the present $1,000 capital loss deduction 
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against ordinary income to a much more substantial figure, say, 
$25,000, $50,000, or $100,000 and applying the full loss without a 
percentage reduction. Alternatively, the law might be modified to 
change the present distinction between ordinary debt losses and cap- 
ital losses incurred on debts which represent investments. It might be 
provided, for example, that in closely controlled corporations some 
specified percentage, say, 75 per cent or 80 per cent, of the funds of 
each investor might take the form of debentures, losses on which 
would be permitted in full as deductions against ordinary income. 
It is my impression that over the years a real liberalization of the 
treatment of capital losses could be a tremendously powerful force in 
attracting funds into all forms of new ventures, including small busi- 
ness. 
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GOVERNMENT FINANCIAL AID TO SMALL BUSINESS: 
SUMMARY AND CONCLUSIONS 


HERBERT E. DOUGALL 
Stanford University 


OUT OF THE WELTER of suggestions, solutions, and proposed legisla- 
tion concerning the problem of small business financing in recent 
years certain concrete plans have been set forth which deserve very 
careful attention. The American Finance Association is fortunate in 
having authoritative experts in various fields discuss some of these 
plans in a clear and unemotional fashion. 

The basic problem is of course to devise some method whereby the 
small business concern can overcome the known hazards of high-cost 
credit, lack of access to the capital markets, or access at a high cost 
of flotation in its search for long-term funds at reasonable rates, with 
emphasis on equity capital, without giving up its traditional independ- 
ence and incentive. In his excellent paper Dr. Schmidt notes the 
importance of considering an institutional source that will not only 
help to fill the capital gap but will provide the equally important 
managerial and technical assistance. This proposed source is an in- 
vestment or capital bank financed with sufficient private funds to pro- 
vide adequate investigation and diversification. Such a company 
would be dependent on the co-operation and support of commercial 
banks which would provide the contact with firms needing long-term 
financing and serve as screening agencies. Prototypes are found in the 
Industrial Development Bank (Canada) and the Industrial and 
Commercial Finance Corporation, Ltd. (Great Britain). If private 
funds are not forthcoming, Schmidt believes that quasi-governmental 
national investment companies under the sponsorship and initial 
financial support of the Federal Reserve Banks (together with com- 
mercial banks, other institutions, and individuals) should be set up on 
a pilot plant basis. 

It is this plan for capital or investment banks that is stressed by 
Dr. Kaplan, whose study for the CED, Small Business: Its Place and 
Problems, has provided us with such an excellent statement of the 
whole small business problem. Dr. Kaplan notes the alternatives of 
(1) tough private investors turning down the vast majority of appli- 
cations for financial aid and (2) objectionable direct federal financing 
with its danger of subsidy and support of the unhealthy. He recom- 
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mends an extension of the present private banking system to include 
capital banks operating under the authority of the Federal Reserve 
Banks, with stock owned by the member banks of the respective Fed- 
eral Reserve districts. Such institutions would be large enough to 
provide a good basis for either capital loans or the purchase of re- 
deemable capital stock, on a well-diversified basis. Such institutions 
were proposed in the Small Business Act of 1950, although in that Act 
the initial funds were to be supplied by the Reserve Banks, together 
with possible stock subscriptions by commercial banks and other in- 
vestors. 

Dr. Kaplan’s suggestion of bank-owned investment companies is 
a reasonable compromise that would appear to answer the objection 
of those who realize that the essential smaller firm lacks access to 
adequate long-term funds and of those that fear and distrust direct 
public financing and subsidy. Certain problems would, however, have 
to be faced in the formation and operation of these new institutions 
which, in the opinion of the discussant, present rather formidable 
obstacles to either their financial appeal or to their ability to make 
more than a small contribution to the presumed great financial needs 
of four million business enterprises: (1) even banks (provided they 
are permitted by law to purchase stock in investment companies) 
would insist on an adequate after-tax rate to compensate for risk; 
(2) many banks, accustomed as they are to regulation by state and 
federal authority, would resent the dependence on government au- 
thority for the inauguration and continued supervision of the invest- 
ment companies; (3) the careful screening out of applicants for either 
capital loans or equity money would eliminate the vast majority of 
smaller firms about which most of the concern has been felt; (4) the 
fundamental need of smaller firms for greater “know-how,” both tech- 
nical and administrative, would remain substantially unsolved, al- 
though the experience of the Canadian and British capital banks sug- 
gests that some contribution could be made along this line. 

The proposed Small Business Act of 1950 (ably and fully discussed 
by Chairman Thomas B. McCabe in the Federal Reserve Bulletin 
[July, 1950], pp. 810-17) involved (1) a business loan insurance 
plan patterned after the FHA Title I loan principle, and (2) capital 
banks or investment companies financed (in part) and guided by the 
Federal Reserve. Mr. W. R. Bimson, president of the Valley National 
Bank of Phoenix, Arizona, was unable to present his views on this Act 
at the meeting of the Association, but they are a matter of record in 
his recent talk at the American Life Convention in Chicago. While 
Mr. Bimson advocates close scrutiny of the loan insurance and equity 
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capital provisions of the Act, he suggests that they should be imple- 
mented by joint investment by banks and insurance companies in in- 
vestment companies entirely divorced and removed from public 
financing, guidance, and guaranties. Note that the same basic idea of 
“package financing” and joint action is involved here as in the pro- 
posals of Schmidt and Kaplan; but Bimson’s banks would be purely 
privately owned and managed investment companies, beyond the pur- 
view of the Federal Reserve. (In fairness it should be indicated that 
this eventual private character is also advocated by some sponsors 
of quasi-public institutions, including Chairman McCabe and Dr. 
Kaplan.) Banking and insurance legislation would have to be enacted 
to permit such concerns to take an equity position in such investment 
concerns. Mr. Bimson’s suggestion meets the approval of many busi- 
nessmen who do not want more government encroachment in the 
lending field. Whether such purely private banks would be large 
enough and profitable enough to attract capital and to make a signif- 
icant contribution to the need for funds by small business is question- 
able. 

The truth of the matter is that most large businesses find it neces- 
sary to produce very high earnings in the pockets of stockholders, 
after corporate and individual taxes, to offer sufficient compensation 
for the risks involved in equity financing. Small business has a more 
difficult problem it is true, but it is the same problem to a more pro- 
nounced degree. The basic issue is one of incentive to risk-taking by 
capital—one which special public or quasi-public agencies may re- 
lieve but canont solve. As pointed out by Professor Smith in his excel- 
lent paper, an unusually high pre-tax return has to be in prospect for 
a new company to offer a compensatory rate in competition with the 
rates earned on the market values of stocks of established concerns. 
Furthermore, the absolute spread between low-risk and high-risk 
yields is shrunk to a very small rate by heavy taxation (for the higher 
brackets), thus encouraging the safest rather than the riskier em- 
ployment of funds. 

As against this sort of disadvantage, Dr. Smith indicates the real 
advantage to small closely held companies in the special tax treatment 
of capital gains, and the advantages of a complex capital structure 
both for liquidation and estate purposes. It is presumed that Dr. 
Smith is of course aware of the dangers of top-heavy debt that are 
involved in such financial patterns. And he is careful to point out the 
limitations of the capital gains advantage involved in the present re- 
striction to $1,000 of capital loss deductions against ordinary income. 
Special new financing institutions, special or liberalized tax treat- 
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ment, and other relief measures, special guaranties of loans, and other 
new “solutions” are only small nibbles at a problem that goes too deep 
for superficial treatment, although some relief may be found. The 
basic problem is a drift away from private risk-taking—a current 
aggravated and perhaps caused by the uncertainties in the state of 
the world. One would be a false optimist to expect a reversal of this 
current in anything but the remote future. Such a change would re- 
quire a shift in national and individual economic outlook and policy 
and a resurgence of the pioneering spirit on the part of all groups that 
comprise the economy. And it would require prospects for a peaceful 
world. 











eT 


——————————E 


TAXATION AND BUSINESS INCENTIVE 


COMPETITION FROM TAX-EXEMPT BUSINESS* 


Harry G. GUTHMANN 
Northwestern University 


THIS PAPER IS CHIEFLY concerned with tax exemption as a factor giv- 
ing certain kinds of business an advantage over competing business 
units which pay such taxes. The field is so broad as to make anything 
like a full coverage impossible. Consequently, this paper is limited to 
the tax exemption factor in two important types of business: the co- 
operative and the government-owned utility. Chief attention is cen- 
tered on the federal corporate income tax. The two classifications were 
selected because of the volume of their operations and their economic 
and tax importance. With the huge increase in the weight of taxes in 
recent years, especially since 1940, differential tax treatment can be a 
decisive factor in giving an exempt business such an advantage over 
the taxed business as to raise the possibility, if not the certainty, that 
the former may destroy the latter regardless of its comparative effi- 
ciency. Tax immunity permits a business to lower prices to the con- 
sumer and to expand more rapidly from retained earnings. 


THE Co-OPERATIVES 


For the purposes of this discussion, three types of co-operative 
organizations will concern us, namely, the consumers’ co-operative, 
farmers’ buying co-operatives, and farmers’ marketing co-operatives. 
The first two classes, which are most clearly competitive with other 
existing business units, have certain characteristics in common with 
the ordinary business corporation: 

1. They are ordinarily incorporated and enjoy the legal and busi- 
ness advantages growing out of that status. 

2. They are engaged in buying and selling, and frequently engage 
in manufacturing and processing as well. 


* This article by Harry G. Guthmann, and the following two articles by Carl S. 
Shoup and George W. Mitchell, with discussions by Harold M. Somers, Richard B. 
Goode, and Robert S. Ford, were presented at a joint meeting of the American Finance 
Association and the American Economic Association in Chicago on December 28, 1950. 
The general subject discussed at the session was “Taxation and Business Incentive.” 
The program was under the chairmanship of Miss Mabel Newcomer, Vassar College. 
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3. They engage competitively in the same fields of business ac- 
tivity. 

4. They may pay dividends to their shareholders for the use of 
capital funds when, and if, they succeed in earning a net income. 

They differ from ordinary business corporations in that: 

1. Their dividend-rate to shareholders is generally limited, al- 
though the rate legally may run as high as 8 per cent, a figure which 
most stockholders of business corporations would regard as generous. 

2. They pay a dividend, or “refund,” to patrons in proportion to 
their patronage when net income permits. 

3. The co-operatives may or may not be like the business corpora- 
tion with respect to the taxability of the net income available for the 
stockholders. The consumers’ co-operatives pay a Federal income 
tax upon this net income for stockholders: but the farmers’ purchas- 
ing co-operatives are exempt if they qualify under the law, as are their 
marketing co-operatives. Furthermore, whatever portion of the net 
income of any of these types of co-operative is returned or allocated 
as patronage dividends is not regarded as a part of the balance of 
taxable net income of the co-operative. 

Because of the similarity of operation, the consumers’ and the 
farmers’ purchasing co-operative will be considered together. An anal- 
ysis of the present inequality between these co-operatives and busi- 
ness corporations in tax treatment divides itself into two parts, the 
exemption of the net income whether actually distributed as divi- 
dends to stockholders or retained as unallocated reserves, and the 
exemption of patronage dividends for both types of co-operatives. 

Tax favor to farm co-op stockholder.—With regard to the first, the 
exemption of the net income after the deduction of patronage re- 
funds, in farmers’ buying co-operatives which quality for exemption, 
we have a clear-cut case of tax inequality and discrimination—class 
legislation. Persons who put their money into other incorporated busi- 
nesses, even in consumers’ co-operatives, receive no such advantage. 
Whether the money is invested in a share of a business corporation, or 
a consumers’ co-operative, or a farmers’ co-operative, the earnings for 
such stock are capital return to an owner and to fail to tax them all 
equally is to discriminate in favor of the exempted class. It may be 
argued that farmers are a specially deserving class, but they include 
well-to-do as well as poor farmers; and if this exemption is for the 
benefit of poor farmers, what are we doing for the poor industrial 
worker who owns a few shares in a consumers’ co-operative, or the 
elderly widow who scrimps along on a small income and owns a few 
shares in a large business corporation? These latter are also deserv- 
ing, but their corporations have to pay a corporation income tax upon 
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the corporate net earnings without regard to the size of the incomes 
of the individual stockholders. 

Varying importance of corporate income tax in competition.— 
Furthermore, this tax differential makes a considerable difference to 
business corporations which have to compete with the exempt farm 
co-operatives, but its importance varies greatly with the kind of busi- 
ness. To illustrate, let us take examples of business corporations in 
four different fields: retail food merchandising, farm implement man- 
ufacturing, gas and oil production and distribution, and electric utility 
service. The figures in Table 1 are drawn from the 1949 annual re- 


TABLE 1 


Tue RELATION OF FEDERAL INCOME TAXES AND NET PROFITS TO 
SALES AND STOCKHOLDERS’ INVESTMENTS, 1949 
(In Per Cent) 


Net Profits To FEDERAL INCOME Tax TO 

Sales Investment Sales Investment 
Kroger Company .. ee 17.6 1.2 11.8 
Deere & Company. . 10.9 20.7 8.6 16.3 
Continental Oil ..... 11.4 16.5 7. 4.6 
Puget Sound P.& L.... 15.7 6.9 6.3 2.8 


Source: Compiled from Moody’s Manual of Investments, 1950. 


ports of Kroger Company, Deere and Company, Continental Oil 
Company, and Puget Sound Power and Light Company, and show 
the percentage relation of the Federal corporate income tax and the 
net profit for stockholders to the sales and the investment of the 
stockholders of the respective companies. (The rate earned on total 
investment would be lower than the percentage shown in the table for 
all except Kroger Company because of borrowed invested capital 
upon which a low return is paid.) An examination of the percentages 
in the last two columns shows how large the income tax was in rela- 
tion to the sales dollar and the stockholders’ investment. They should 
be compared with the first two columns. With the increases in cor- 
poration tax rates for 1950 and 1951 these percentages would be 
correspondingly higher. 

What the income tax figures in the next to the last column mean is 
that an exempt co-operative in the retail grocery business could charge 
its customers 1.2 per cent less than a competing business corporation 
and make as much for its stockholders because it has no Federal 
corporation income tax; in the farm implement business it could 
charge 8.6 per cent less; in the oil business it could charge 3.3 per 
cent less; in the electric utility business, 6.3 per cent less. When a 
co-operative is exempt from the Federal income tax and operates un- 
der similar business conditions to that of an ordinary business, it can 
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pay a patronage dividend equal to the percentage of tax to sales 
shown in Table 1 and still have as much earnings left over as the 
ordinary competing business corporation has as its total net profit. 
Such a competitive advantage is obviously substantial, if not over- 
whelming. 

Such figures will vary between companies and in different years. 
Earnings and tax rates fluctuate. The figures do illustrate vividly the 
varying importance of the tax factor in merchandising, manufactur- 
ing and processing, and in the utility field.’ 

The figures in the last column show how rapidly the capital of a 
successful exempt co-operative could be built up in good years by re- 
taining earnings derived from income tax saving. If the co-operative 
could avoid paying stockholder dividends, it could use the sum of the 
net profits and the tax “savings” for growth. No dividends will be 
expected in later years on any capital resulting from retained earn- 
ings. Most successful farm co-operatives probably rely primarily on 
this source of ownership capital. One, the Eastern States Farmers’ 
Exchange Inc., showed no capital stock in its balance sheet for De- 
cember 31, 1949:" 


Patron’s equity: 


Commodity contingency reserve $ 1,584,250 
Portion of 1949 savings retained as a reserve for expansion of facil- 
ities and equipment 2,543,348 
Accumulated savings retained for necessary operating and capital 
purposes BAe 11,816,419 
Total , $15,944,017 


1. The reader interested in average percentages for the various industries will find 
them in the April, 1949, monthly letter on Economic Conditions, published by the Na- 
- tional City Bank of New York. Figures for the four industries used here were: 


Net Prorits To 


Sales Investment 
Chain stores: food Passes Seat 1.6 17.8 
Agricultural implements .. wae 9.9 15.6 
Petroleum products Pe octet 7.6 13.2 
Electric power, gas isso) a 9.6 


Footnotes to the original table point out (1) that net income includes some investment 
and other income not related to sales; (2) that return on investment is high because sup- 
porting assets are valued below present-day values; and (3) that because a larger part 
of electric utility investment is funded debt, the return on total investment would be 
lower than that shown on net assets (or net worth). 


2. Eastern States Co-operator (April, 1950), p. 18. For the period 1945-1948, 62 
per cent of the “savings” or net income was retained, the balance “refunded,” that is, 
paid out as patronage-refunds. Capital stock may also represent retained earnings 
rather than cash investment. Thus, at the founding of the Unity Co-operative Exchange 
(Oklahoma) the original member associations agreed to accept capital stock for their 
part of the earnings until such time as its total amounted to $20 per active local 
member. History and By-Laws of the Union Equity Co-operative Exchange: 1926-1948, 
p. 10. 
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To illustrate how the application of the Federal income tax would 
affect the reported net earnings available for distribution among co- 
operative members as patronage or stock dividends, some examples 
may be cited. They represent merchandising, processing, and oil pro- 
duction and refining in varied proportions. 


TABLE 2 


ILLUSTRATION OF How AN INcoME TAx oF 38 Per Cent Wovutp Arrect Co-oPERATIVES 
IN RELATION TO SALES AND OwNERS’ INVESTMENTS, 1949 
(In Per Cent) 
REPORTED NET 


INCOME TO AFTER 38 Per Cent Tax 
Sales Investment Sales Investment 


Union Equity Co-operative Exchange*. . 1.6 40.0 1.0 24.8 
Southern States Co-operative, Inc.t..... 2.3 13.5 2.0 8.4 
Eastern States Farmers’ Exchange? ; 5.1 28.0 3.2 17.4 
Farmers Union Central Exchange§$........ 8.2 19.5 5.1 12.1 


* Year ended April 30, 1948. History and By-Laws of the Union Equity Co-operative 
Exchange (1926-1948), pp. 11-13. 


+ Year ended June 30, 1950. Twenty-seventh Annual Report from Southern States 
Farmer (November, 1950), pp. 16-18. 


t Eastern States Co-operator (April, 1950), pp. 16-19. 
§ Farmers’ Union Central Exchange Messenger (April-May, 1950), pp. 15-17. 


Applicable tax would probably be less because of petroleum operations, as for 
Continental Oil Company in preceding table. 


The comparative figures for the business corporations help to ex- 
plain why the farmers’ buying co-operatives are and would be ex- 
pected to continue expansion from buying and/or merchandising 
operations into manufacturing, processing, oil production, and refin- 
ing. They also explain why the consumers’ co-operatives in urban 
food retailing have caused less concern to their ordinary business 
competitors in this country. The income tax advantage is of less rela- 
tive importance in its effect on the selling price in urban food retail- 
ing than in farm co-operatives. Consequently, businessmen have been 
less interested in the tax position of the urban consumers’ co-opera- 
tives than in the farm co-operatives. It is also true that consumers’ 
co-operatives in this country have had to meet the competition of 
efficient chain stores and mail-order houses. In England and Sweden, 
on the other hand, the consumers’ co-operatives were started years 
earlier and their rapid growth in those countries was the natural out- 
growth of their being the first to introduce the economies of mass 
retailing that were the result of the chain store and mail-order move- 
ment in this country. In their growth in England and Sweden these 


co-operatives have, however, now expanded into manufacturing in a 
large way. 
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Clearly the earnings of a co-operative for its stockholders are capi- 
tal return just as they are for the stockholders of any corporation 
engaged in business. To exempt farmers’ co-operatives, while taxing 
consumers’ co-operatives and business corporations, gives the former 
a large and unfair advantage in their competition with the latter, 
especially in these recent years of high corporate tax rates. 

So long as Congress permits such a major advantage to farmer co- 
operatives, it creates a strong inducement for business corporations 
that serve the farmer to adopt the co-operative form of organiza- 
tion or to shell out to farm co-operatives. By conversion to an exempt 
co-operative, a tax saving can be gained for paying either patronage 
or stockholders’ dividends. So-called “reserves” may also be set up by 
farmer co-operatives that would be taxable income for a business cor- 
poration, and the co-operative can use such “reserves” for expansion 
or to maintain dividends in depression times. 

Patronage dividends or refunds.—When we turn to patronage divi- 
dends, we find that both consumers’ co-operatives and farmers’ pur- 
chasing co-operatives are permitted to treat such dividends as refunds 
on their sales to customers or members. Consequently, some co-opera- 
tive spokesmen argue, such amounts are not a part of the net income 
or net profit of the co-operative. The debate as to whether this pay- 
ment is “refund” or dividend brings us to the question of whether the 
co-operatives are not really making profits and distributing them as 
patronage rather than as stock dividends. 

What are the profits of the ordinary business corporation? What 
is their nature? They are the amounts left over as earnings after the 
payment of all expenses and the cost of goods sold. The Secretary of 
the Treasury publishes statistics which show that many business 
corporations make no profit whatsoever. 

The corporations that do earn money derive their profits from two 
chief sources. The first is ordinary return for the use of money in- 
vested in the business; the second is, in some cases, in the nature of 
an extra return which results from extra managerial skill in the opera- 
tion of that unit. How does this situation differ from that which 
creates net income from which co-operatives pay patronage divi- 
dends? 

Their management states that these co-operatives charge their cus- 
tomers competitive prices much as do ordinary business units. There- 
fore, if they are able to earn net income so as to pay “refunds” or 
patronage dividends, what is the source? It is true that some co- 
operatives are unable to earn income or to pay any patronage divi- 
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dends but those which do, derive their net income from the same two 
sources. 

Some co-operatives pay very low dividends on their stocks and 
this, of course, may be called a “savings,” which may be used to swell 
the patronage dividends. Where, as in the case of the consumers’ 
co-operative, the earnings for the stockholders are subject to the 
corporation income tax, and any dividends paid to the stockholders 
are taxed as personal income while patronage dividends are taxed 
neither to the corporation nor the receiver, there is a strong incentive 
to pay as little as possible as dividends on the co-operative stock and 
as much as possible in the form of patronage dividends. 

From the point of view of economics or business analysis, the 
source of patronage dividends is the same as that of the dividend 
which is paid to the stockholder of the co-operative, and both are dis- 
tributions of the net profits of the business corporation. They stem 
from the fact that capital tends to earn a return when used in a busi- 
ness, and that there are differences in managerial ability. In addition, 
there is the differentiating factor that net income available for patron- 
age dividends for the co-operative may stem in considerable part from 
tax exemption. We have seen above that under recent conditions in 
the field of retailing, such exemption from the federal income tax 
would have permitted an exempt corporation to save as much as 1.2 
per cent on sales. In the farm implement manufacturing field this 
saving from exemption would have been over 3 per cent, and in the 
electric utility field, about 6 per cent of the sales figure. 

If then we are to have tax equality, the patronage dividends of both 
consumers’ co-operatives and farmers’ purchasing co-operatives, 
which are like other dividends in their economic origin, and also the 
income available for such dividends, should both be subject to the 
same taxes as those levied upon the net income, or net profit, of the 
business corporation with which they compete. 

We have a precedent for this examination of the economic nature 
of so-called ‘“‘savings,” or patronage dividends, in the practice of the 
Internal Revenue Bureau which scrutinizes the salaries paid by busi- 
ness corporations to their officers when these officers are also impor- 
tant stockholders. If the Bureau finds the salaries excessive for the 
services performed, it treats such excess salaries as corporation profits 
and they are taxed as such. Since patronage dividends for consumer 
and farm-buying co-operatives grow out of the same source as the 
profits of business corporations, namely, superior managerial skill 
and capital return, they should be subject to the same corporation 
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income taxes. If the co-operatives should choose to pay these amounts 
to their members as patronage dividends or “refunds” instead of as 
dividends on stock, that is a matter for their own management to de- 
cide. But taxation should be based upon the economic character of 
the item in question rather than upon a formalistic or legal classifica- 
tion.* 

An even clearer illustration of this principle is found in the case of 
Eastern Carbon Black Company v. Brast.* In that case the corpora- 
tion had sold its products to its stockholders for less than cost and 
less than market. In upholding the Commissioner’s action in increas- 
ing the taxpayer’s sale price and taxing the corporations net income 
on the basis of the increased price, the court said: 

In the case of ordinary sales, there is no point in distinguishing between market 
value and sale price; but, where there is a sale to stockholders below market value, 
this is in effect a distribution among stockholders and the price obtained is not 
determinative in computing income, a part of which is thus distributed. The 
Carbon Black delivered to the stockholders here was worth more than six cents 
a pound in the hands of the corporation. When it charged the stockholders less 
than that amount for it, it was not in reality reducing its income but giving a part 
of that income to the stockholders. The real income of the corporation can no more 
be affected by such a transaction, we think, than by the payment of exorbitant 
salaries; and the existence of a formal contract constitutes no more justification 
for ignoring the real income in the one case than in the other [italics supplied]. 


Tax equality should not handicap co-ops.—Such equality of taxa- 
tion between these co-operatives and business corporations with which 
they compete would merely restore equality of position and certainly 
should not destroy the co-operatives affected. That this should be the 
case is attested by some of the co-operative leaders who admit that 
they have equally good management and the ability to carry on suc- 
cessfully in competition with business corporations. Furthermore, 
some of these leaders have stated that if their patronage dividends 
were subject to taxes they would lower their prices to their customers 
by the amount of the patronage dividends and so avoid the question of 
the taxability of such amounts. 

The adoption of such a practice of price reduction wherever the 
return is higher than needed for stockholders’ return would be in line 
with the practice of the business corporation which reduces its price 

3. For the opposite, or “legalistic” view, see W. L. Bradley, “Taxation of Coopera- 
tives,” Harvard Business Review, XXX, 576 (Autumn, 1947): “. . . the right to ex- 
clude patronage refunds from gross income in the determination of the taxable net 
income of the taxable entity is not a matter of statutory right but rather solely one of 
contractual right, recognized by the courts whether an organization be set up to func- 


tion as a agricultural cooperative or to serve the needs of strictly proprietory com- 
mercial organizations.” 


4. 104 Fed. (2d) 460 (Circ. Ct. App-2, 1939). 
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under the same conditions. The direct lowering of the co-operative 
selling price rather than the payment of patronage dividends would, 
as a matter of fact, make for fairer and more straightforward compe- 
tition and a clearer demonstration of the relative efficiency of the 
co-operative and other competing business units. Consumers could 
make direct comparisons of the prices paid when dealing with the two 
types of organization. Under the present system, the co-operative 
member never knows the exact price he is paying at the time of pur- 
chase because the patronage dividend is in the future and, of course, 
it may actually never materialize. This element of doubt comes very 
close to an unfair-trade practice in that it holds out uncertain future 
patronage dividends as a lure for business. Direct price reductions by 
co-operatives will make for clearcut competition. 

Such price reductions will also make for fair treatment of large and 
small members and of non-members trading with the co-operative. 
Some small members and non-members neglect to collect patronage 
dividends which results in swelling the profits distributable to those 
who do collect. For example, a non-member drives up to a co-operative 
filling station, he purchases gas and oil or a tire but may receive no 
evidence of his purchase. He is sometimes ignorant of the fact that he 
is dealing with a co-operative, and, in any case, he does not know 
whether he is dealing with an exempt or a non-exempt co-operative, 
or, indeed, whether the co-operative is one which pays patronage divi- 
dends. The result is that the profit on this business makes possible so 
much more in patronage dividends for those members who do col- 
lect them. This possibility exists as between two co-operative mem- 
bers both receiving patronage refunds if one gets a wholesale price, as 
on the purchase of a carload of fertilizer, while the other pays a higher 
price on smaller lots. 

Federal taxation should neither favor nor discriminate against the 
co-operative on the one hand or the business corporation on the other, 
but give equal treatment to each so that in their competition for the 
public favor the more efficient units of either class may survive as a 
result of their giving the ultimate consumer the benefit of the best 
service at the lowest prices. 

Since the patronage dividends of the consumers’ co-operatives and 
the farm-buying co-operatives, when they exist, are derived from the 
same source as the business profits of the ordinary corporation, they 
should be taxed as income to the recipient in the same manner wheth- 
er the membership chooses to take them as patronage dividends or as 
dividends upon their stock. 

Farm-marketing co-ops.—There remains the question of the treat- 








170 The Journal of Finance 


ment of the third class of co-operatives, namely, the farm-marketing 
co-operatives. The dividends which are paid on the stock of these 
organizations are as clearly a return for the use of capital as the 
return paid by any of the other forms of co-operatives and should be 
consequently taxed as such. The income which makes such dividends 
possible should be taxed as such at the same rates as paid by the busi- 
ness corporation. Under the present law, however, this form of co- 
operative pays no income tax on the income earned for either stock- 
holders’ or patronage dividends if it qualifies for exemption under 
the law.® 

Most marketing co-operatives pay their members the going-market 
price for their crops at the time they are delivered to them.® Then, at 
a later date, an additional distribution, usually called a patronage 
dividend or refund is paid. This extra distribution arises from busi- 
ness operations, such as marketing, processing, or manufacturing. 
Profits from such business operations are not a return for the farm 
crop but an ordinary business profit, which should be subject to the 
same corporate income taxes as that paid by non-co-operative com- 
petitors. 

A further point to note is that some marketing co-operatives do not 
distribute full proceeds to their members but retain a portion for a 
number of months or even years after the crop season is over. Such 
retention is clearly an attempt to obtain the use of additional capital 
without paying any stock dividends or interest for the use of capital. 

Farm-marketing co-operatives are able with the aid of government 
agencies to borrow an unusually large proportion of the capital which 
they need to conduct their operations at a very low interest cost. Con- 
sequently, their need for capital from their farmer members is rela- 
tively small in relation to the volume of marketing operations which 
they carry on. Yet in order to obtain such ownership capital as they do 
need, frequently for supplementary operations, elaborate schemes 
such as the revolving fund are frequently resorted to to obtain the 
needed stockholders’ investment. Discussion of such a revolving 
fund arrangement may be found in government bulletins, such as the 
Bulletin of the Farm Credit Administration on Legal Phases of Co- 
operative Associations (No. 50 [ May, 1942], p. 276, etc.). The author 
of this bulletin believes that this retention of funds to operate the 

5. For the qualifications required for exemption, see Bradley, op. cit. 


6. Where the co-operative makes only a partial payment for the crop upon receipt, 
the amount paid at a later time may include an element of “capital return.” The co- 
operative has had the use of the funds while the crop was being sold and sometimes it 
pays a subnormal dividend on its stock. However, it is doubtful if any practical analysis 
can be made to determine the amount of the “profit” or “capital return” element when 
it is merely a part of the ordinary crop proceeds. 
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business is equitable because it solves the problem of how “to capital- 
ize a cooperative so that the capital furnished by a particular member 
will bear a direct relation to his patronage.” Clearly the raising of 
capital from members by this method reduces the need for selling 
shares upon which stock dividends will be paid, and so members can 
receive all of their capital return in their patronage dividends. Unless 
patronage dividend income is taxed like corporate income so much 
capital return is given an exemption. 

As the writer of this bulletin says: “It cannot be overemphasized 
that it takes money to go into business. Farmers, when they form and 
operate a cooperative, are in business and should supply the required 
capital” (p. 276). When farmers go into a business which is not farm- 
ing, it is difficult to understand why they should expect to be free 
from the taxes paid by other operators in that field. Furthermore, it 
would be unfair to permit them to create a form of ownership invest- 
ment that will make it unnecessary to show much of their profits for 
dividends on stock and enable them to avoid the corporate income 
tax by distributing such profits as patronage dividends. One of the 
reasons that these co-operatives have to resort to these schemes for 
retaining proceeds to provide ownership capital is their failure to pay 
dividends on their stock adequate enough to attract investment by 
members. The deficient capital return is then paid out as patronage 
dividends. This device for avoiding the payment of dividends shows 
how ineffectual a change in the tax law would be that only taxed the 
income available for dividends on stock and why many farm co- 
operatives even now do not claim the exemption from this tax. They 
pay little or no dividends at all on stock and make most or all of their 
profit distributions at patronage refunds. The possibility that all of 
the owners’ investment may consist of retained earning was illustrated 
earlier. Such balance sheets as have been examined show a predomi- 
nance of capital from that source. 

Where the marketing co-operative pays its members the going- 
market price upon delivery of the crop, it would appear equitable, 
then, to require the co-operative to report all further net income over 
and above that price as business profits earned for its members and 
to make them subject to the same corporate income taxes as are paid 
by other business concerns. Where the farmer member is only paid as 
the crop is sold by the co-opreative, it may not be possible to apply 
this method of determining the business profits, if any. The basic 
principle should be to segregate the amount representing the crop 
return from the revenues produced by the off-the-farm activities. The 
co-operative should be obliged to distribute the crop return within a 
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reasonably short period after sale. Any amounts not distributed 
promptly should be treated as corporate earnings and taxed as such. 
Such taxation would put pressure upon the co-operatives in the future 
to obtain their capital needs, other than that which is borrowed, by 
selling stock and paying a reasonable dividend upon the same in order 
to induce such investment on a voluntary basis. When, and if, co- 
operatives paid an income tax as other business corporations do, their 
retention of earnings would arouse no more objection than the similar 
practice of other corporations. 

Before concluding, it should be emphasized that such equal tax 
treatment is in no sense a hostile measure directed against this form of 
business organization. They have played a useful part in the Ameri- 
can economy, especially in the field of agriculture. They have made a 
valuable economic contribution. However, many of them are no long- 
er small struggling institutions but vigorous mature business units. 
On the basis of Farm Credit Administration reports of farm co-opera- 
tive business at the local level of $8,635 million for the marketing year 
1947-48, one estimate, after allowing for non-reporting organizations, 
wholesaling and manufacturing and commission operations, arrives at 
a total in excess of $15 billion.* The economic contribution which 
private profit-seeking enterprises have also made to the American 
standard of living should not be overlooked. They, too, have brought 
improved productive technology and mass marketing methods to the 
service of the consumer. 

Summary.—A summary of the various foregoing proposals for 
changing the income tax law to place the different types of coopera- 
tives on a basis of tax equality would be as follows: 

1. For consumer co-ops, the amounts distributed in cash or allo- 
cated as patronage dividends should be included in the taxable net 
income of the co-operative and made subject to the same corporate in- 
come tax as the return earned for its members on their stock invest- 
ment. Similarly, patronage dividends should be regarded as a part of 
the recipient’s personal income and taxed as such. 

If these amounts are not genuinely capital returns, the remedy for 
the consumers’ co-operative is simple. The co-operative may reduce 
its prices in the same way as would a business competitor. 

2. For farm-buying co-operatives, similar treatment of patronage 
dividends and stockholders’ earnings would be the fair course. They, 
too, should pay the corporation income tax on such amounts of net 
income as are available for the payment of either patronage or stock- 

7. National Tax Equality Association, Facts and Figures, p. 47. A statement to the 
Committee on Ways and Means of the House of Representatives, 81st Congress (Chi- 


cago: The Association, 1950). In this source, a net income of approximately 2 per cent 
is estimated and the income taxes escaped at $318 million (p. 35). 
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holders’ dividends. Members are now liable for a personal income 
tax on both types of dividends. 

3. For farm-marketing co-operatives, the corporation income tax 
should be levied upon any balance earned to pay dividends to stock- 
holders and, when the co-operative pays the farmer the market price 
of his crop at the time of delivery, any further payment, even though 
called a patronage dividend, should be taxed like stockholder income 
available for dividends. In instances where the co-operative advances 
initially only a portion of the value of the farmers’ commodities 
rather than the market price, it would be reasonable that no income 
tax liability should attach to funds disbursed within a reasonable 
period of time after their sale by the co-operative in order to bring 
the total up to that market figure. However, any additional amounts 
which represent net earnings from the operations of the co-operative, 
whether from marketing, processing or manufacture, should be 
treated as taxable net income regardless of whether or not they are 
distributed. 


GOVERNMENT-OWNED ELEctTRIC UTILITIES 


As might be inferred from material already presented, the tax fac- 
tor is also of first-rate importance in the field of government-owned 
utility operations. While direct competition of government-owned 
and privately owned utilities is the exception, comparisons, an indi- 
rect competition for public favor, are common between the two groups 
in such a field as electric power where both types of ownership are 
found. The fairness of such comparisons is an important question. 
With the publication by the Federal Power Commission of the first 
volume of its Statistics of Publicly Owned Electric Utilities, data be- 
came readily accessible for our study. The figures for 1948 show a 
gross electric plant investment amounting to $1,297 million plus $338 
million of other utility plants, exclusive of federal power projects. 
Gross electric revenues were $283 million. The importance of taxes 
to the showing of these municipal electric utilities can be seen from 
the ratio of that item to revenues. Their total taxes amounted to 2.0 
per cent of gross revenues; similar private companies (Classes A and 
B) reported federal income taxes amounting to 7.3 per cent and other 
taxes amounting to 9.6 per cent, or total taxes of 16.9 per cent of 
electric utility operations in 1948.° 

If a municipality that does not compete with any private company 


8. Federal Power Commission, Statistics of Electric Utilities in the United States 
(1948), p. 10, and Statistics of Publicly Owned Electric Utilities, p. 8. On the other 
hand, some allowance should be made for those municipalities which are supplied with 
power from their own plants without any bill being presented which might be regarded 
as the equivalent of a tax for some analytical purposes. For similar private utilities, 
such power use would provide additional gross revenues. 
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chooses to give its owned project favored tax treatment, that is its 
privilege, although it destroys the comparability of its rates with 
those of neighboring privately owned companies to that extent and 
increases the amount of revenue which that community will have to 
raise from other sources. The effect is to shift so much of the local 
tax burden from one form of levy to another. Escape from the federal 
corporation income tax, however, relieves the community served by a 
municipal utility of its share of the federal tax burden as compared 
with those served by private companies. Since power rates are tailored 
by regulation to produce a stipulated rate of return on investment, 
it is apparent that the situation in 1948 was as though consumers 
using private power from a company subject to the corporation in- 
come tax were paying an excise tax averaging 7 per cent which mu- 
nicipal power consumers escaped. 

If all of the “savings” from lower taxes were passed along to con- 
sumers, tax equality would pose a difficult problem. Actually, the 
publicly owned electric utilities report a substantial net income after 
their operating expenses and interest charges. Had they paid a 38 
per cent tax on their combined net income in 1948, it would have 
totaled $31,464,000, or 11.1 per cent of electric revenues. This per 
cent is high because it is related to electric revenues only. The net 
income from other utility operations is only reported on a net basis. 
Were total utility revenues assumed to be proportionate to gross plant 
investment in electric and other utility property, these income taxes 
would have been but 8.8 per cent of revenues or a figure more nearly 
comparable to that paid by private companies. 

Three other tax factors should also be mentioned: (1) many of 
these municipal utilities purchase power from federal hydroelectric 
projects, which enjoy a special tax position; (2) municipal utilities 
are financed by the sale of tax-exempt bonds; and (3) between June 
13, 1933, and June 1, 1939, the Public Works Administration gave 
some communities 45 per cent of the cost of setting up their own elec- 
tric supply systems and lent them the balance at a very low rate of 
interest. In this period, the PWA lent over $96 million and gave over 
$95.6 million to 477 non-federal bodies.’ 

Federal power plants represent about one-half of the government- 
owned electric capacity of the country and produce a substantially 
higher fraction of the public power sold. The four hydro giants—The 
Tennessee Valley Authority, Grand Coulee, Hoover (Boulder) Dam, 
and Bonneville—represent almost a billion dollar investment in elec- 


g. Ernest R. Abrams, “Municipal Ownership of Utilities Declines,” Barron’s (Sep- 
tember 4, 1950), p. 39. 
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tric plants. They pay no federal income taxes and make only a small 
contribution, if any, to local taxes. As for return upon their capital 
investment, they are under no obligation to earn any stipulated rate 
or even anything at all. No interest charges may appear in their oper- 
ating statement. Even when such a property does reach the point 
where it returns to the Treasury an amount sufficient to equal what 
the federal government pays for its borrowed funds, currently under 
2.5 per cent, it has the same general advantages that the municipal 
utility has over the private utility of very low capital cost and nominal 
taxes. 

Capital costs and income taxes may constitute three-fourths of the 
costs of power generated by a similar private hydroelectric develop- 
ment. Here is a very high “saving” for the utility able to buy federal 
power. The amount is unknown and hidden from the casual reader 
of operating data of the municipal utilities affected. To put the cost 
of federal power on a parity with private power—especially if any 
“yardstick” usage is intended—the government should charge rates 
sufficient to cover not only a reasonable return on the capital invested 
in utility property but also an amount equal to the corporate income 
taxes lost by supplanting private investment and operation. 

Because a municipal utility uses no stocks in financing its needs, its 
cost of outside funds is represented by the rate paid in its bond issues. 
For 1948, the interest charges represented an average rate of 3 per 
cent on total debt. This rate is a composite of rates on past financing. 
Currently lower rates are available for such tax exempt bonds. For 
example, the Public Utility District No. 1 of Clark County, Washing- 
ton, recently sold a serial electric revenue bond issue with yields from 
1.20 to 2.35 per cent on maturities from 1951 to 1977, and an average 
cost of approximately 2.25 per cent. The Consumers Public Power 
District of Nebraska sold Western System serial revenue bonds with 
yields from 1.10 to 2.00 for maturities of 1953-80. In contrast, the 
private utility not only pays a higher yield to borrow with non-exempt 
bonds but also is obliged to raise a substantial part of its funds by the 
sale of stock. The over-all average rate of return currently regarded 
as necessary for a private electric utility to maintain its credit and 
raise new funds usually runs at the present time from 5.5 to 6 per 
cent. What this means is that the ability to use tax exempt bonds in- 
stead of taxable stocks and bonds makes it necessary for the private 
utility to pay from two to three times the rate needed by a municipal 
utility. Even this statement ignores the net ownership equity of the 
municipal utilities accumulated from past surplus earnings or a PWA 
grant upon which it may feel no obligation to earn any return. At the 
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end of 1948, municipal electric utilities had a total funded debt of 
$624 million and ownership equity of $754 million, $98 million repre- 
senting investment of the municipality and $656 million representing 
surplus.’° 

Differences in capital cost become more significant when we recall 
the point made earlier that the capital return cost for utilities is a 
substantial item in the total cost of the service. This total capital re- 
turn (interest plus return earned for stockholders) constituted 18.7 
per cent of revenues for private electric utilities in 1948; 30.6 per cent 
in 1940. If it is assumed that the average municipal utility has a capi- 
tal cost of one-half that of the private company, it could under com- 
parable operating conditions reduce that cost from 18.7 to 9.3 per 
cent of gross revenues and pay only 2.0 instead of 16.9 per cent for 
taxes. In effect, these two “savings” would permit rate schedules 24.2 
per cent lower for the municipal utility operated at the same level of 
efficiency.'’ Or, stated in the reverse fashion, such costs if added to 
the other necessary costs of a municipal plant would raise its rate 
structure by 32 per cent (24.2 + 75.8). In practice, the municipal 
company does not pass along all of these “savings” in lower consumer 
rates but uses them to build a net worth or surplus of property invest- 
ment over debt. Consequently, were municipal companies obliged 
to pay an income tax, it would not necessarily have to increase exist- 
ing rates. It might merely reduce the amount available for the ex- 
pansion of ownership investment. It might even lead to rate reduc- 
tions by municipalities anxious to avoid the income tax. They would 
then be obliged to finance more of their expansion by bonds and less 
by retained earnings. 

Clearly, here is a field of business where tax exemption is even more 
important than in the case of the co-operatives studied above, when 
comparisons are being made between exempt and taxed business units. 
Tax equality would at the least require (1) that municipal utilities 
be obliged to pay an amount equal to the federal corporate income 
tax rate upon any net income whenever it serves a field in which pri- 
vately owned companies operate, and (2) that the interest from all 
future issues of bonds sold by such municipal utility properties should 
be fully subject to income taxes for the recipient of such interest. 


10. Federal Power Commission, Statistics of Publicly Owned Electric Utilities, 1948. 


11. This comparison omits the greater advantage previously referred to from both 
lower capital cost and tax exemption where hydroelectric power is employed. This 
advantage arises from the larger part these two elements play in hydro as compared with 
steam power. While municipal utilities are given preference in the sale of federal power, 
some private utilities are able to purchase it where municipal plants are unable to 
absorb the total available. 











of 
ng 


all 
7 


3.7 
ont 
pi- 
m- 
er 
for 
4.2 
of 
to 
ate 
pal 
ner 
ast- 
zed 
ist- 


luc- 
uld 
less 


jore 
hen 
its. 
ties 
yme 
pri- 
: all 
yuld 


1948. 


both 
This 
with 
ower, 
le to 





ee 





RENT 





Competition from Tax-Exempt Business 177 


Something approaching tax equality is necessary if discrimination 
between taxpayers who buy from municipal and private utilities is to 
be our objective. Furthermore, any comparisons between rates of mu- 
nicipal and private utilities are meaningless in the absence of more 
equal tax treatment. 

A corporate income tax could be avoided by a municipal utility 
willing to pass all “savings” along to consumers through reduced 
rates. This possibility poses the question as to whether a more equita- 
ble arrangement would not be to exempt all regulated utilities from 
the income tax, whether public or private, and levy a common excise 
tax upon the revenues of both that would yield the desired total reve- 
nues from this sector of the consuming public. 


CoNCLUSION 


Co-operatives and government-owned utilities have been selected 
for discussion because they were deemed the most important to the 
problem of tax exemption as a competitive business factor. The prob- 
lem in the case of certain financial institutions, notably insurance 
companies, involves more complex and technical matters. Whenever 
tax burden is laid upon such institutions, the same general principle 
developed here would seem applicable. The objective should be to 
produce an equality of tax burden within a given competitive field 
so as to avoid favoring one corporate form of organization over an- 
other. To achieve that end, economic analysis is essential to avoid 
inequity growing out of legalistic differences. Fundamental economic 
similarities should be emphasized. Thus, if mutual savings banks were 
to be regarded as competitive with commercial banks, it would appear 
equitable to permit them to deduct payments to depositors that are 
the equivalent of interest in arriving at their net taxable income even 
though such a payment is legally called a “dividend” under their 
mutual form of organization. 

Because the weight of taxation has become so heavy, the greatest 
care is essential that it be not used to handicap some business organi- 
zations at the expense of others. Failure to exercise such care might 
so blight the competitive process that it will cease to bring about the 
survival of those units which serve the community with the greatest 
economy of resources. As between its own and private enterprise, the 
government can readily discredit private operation, especially in the 
utility field, if it chooses to tip the scales in its own favor with dis- 
criminatory taxation as it does at the present time. 











COMPETITION FROM TAX-EXEMPT BUSINESS 
( Discussion ) 


Haro_tp M. SoMERS 
University of Buffalo 


TAX EXEMPTION IS A POWERFUL weapon of economic policy. In order 
to make use of it with optimum economic effect yet without encoun- 
tering constitutional barriers the fiscal authority must be discrimi- 
nating without being discriminatory; it must be economically selec- 
tive without violating legal prohibitions. The task of accomplishing 
this may seem to be impossible, yet many types of tax exemption do 
exist in our tax structure with full constitutional sanction. 

The major types of tax exemption are: (1) the exemption from the 
individual income tax of those incomes that fall below a certain level; 
(2) the exemption of certain governmental bond interest from income 
taxation; (3) the partial exemption from property taxes granted cer- 
tain persons, such as veterans; (4) the exemption from property taxes 
granted new businesses in some localities; (5) the exemption from 
either property taxes or income taxes or both granted to co-operative 
enterprises, governmental agencies or religious, charitable, or edu- 
cational institutions; and (6) certain exemptions granted to firms 
operating in foreign countries. 

We are concerned here with those tax-exempt entities which engage 
in business in competition with firms that are subject to taxation. The 
question involved is whether and to what extent tax exemption gives 
the tax-exempt enterprise a competitive advantage over the taxable 
enterprise. 

Professor Guthmann has quite reasonably confined his paper to a 
description of the exemption from the federal income tax enjoyed by 
co-operatives and government-owned utilities. Since the questions he 
raises are of fairly broad application, however, we may first supple- 
ment his remarks by reviewing briefly the provisions of the Internal 
Revenue Code which deal with exemption from the federal income 
tax. 


LEGAL PROVISIONS CONCERNING BUSINESS INCOME EXEMPT FROM 
THE FEDERAL INCOME TAX 


The Internal Revenue Code provides that the following types of 
corporations are exempt from the federal income tax: non-profit cor- 
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porations such as charitable, religious, and educational institutions, 
civic leagues, and social clubs; and co-operatives which operate on a 
patronage basis.’ In deciding whether any income is exempt, the pur- 
pose for which the corporation is operated is the governing factor. 
The mere fact that income such as rent, dividends, and interest is re- 
ceived does not in itself void exemption provided that the income is 
used for the purposes for which the exemption provision is set up. 
Similarly any incidental profit received on transactions does not void 
exemption provided that financial gain was not the purpose for which 
the transaction was undertaken. In general the corporation itself must 
be within the exempt class. The mere fact that the corporation is 
owned by another corporation in the exempt class does not exempt 
the income of that first corporation from taxation. 

Several examples of court cases may serve to illustrate the con- 
ditions under which income tax exemption is granted. In one case a 
public utility was held to be not within the exemption granted to edu- 
cational institutions even though it was wholly owned by a university 
which had such exemption. In another case it was established that if 
the utility were organized for the sole purpose of producing revenue 
for the university, it would have been eligible for tax exemption. 
Recent decisions have narrowed somewhat the range of tax exemp- 
tion. There have frequently been cases in the past where tax exemp- 
tion was acquired through the transfer of a corporation’s stock to an 
exempt corporation or through putting the stock in trust with an 
exempt corporation as the beneficiary. Recent decisions, particular- 
ly the celebrated Mueller Macaroni case, have emphasized that the 
source or the nature of the earnings is important. If the income is 
ordinary business income it is taxable even though it is to be paid 
over to a tax-exempt organization. Tax-exempt status is lost com- 
pletely if the institution engages in certain “prohibited transactions,’”* 
or if it uses its income in a manner prohibited by the Revenue Act of 
1950.° The test is whether a “substantial” portion of the income or 
assets is devoted to prohibited purposes.* 

1. Internal Revenue Code, Section 101. For citations of court cases see George T. 
Altman, Federal Tax Course, 1950-51, paragraphs 2239-40. 

2. Internal Revenue Code, section 3813. 

3. Internal Revenue Code, section 3814. 


4. Even where the corporation retains its exempt status it may lose exemption for part 
of its income under the Revenue Act of 1950. The income taxable in this way is known 
as “Supplement U” which comprises income obtained from (a) the operation of a 
business enterprise which is unrelated to the purpose for which such organization re- 
ceived an exemption or (b) rentals from property leased to others on a long-term basis 
(that is, more than five years), where the lessor incurred any indebtedness as a result of 
the purchase or acquisition of the property, or as a result of an improvement to the 
property, provided that any part of the indebtedness is still outstanding at the end of 
the taxable year. The leases referred to here are known as “Supplement U leases” and 
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This provision in the tax is intended to reach unrelated business 
earnings of labor organizations, educational and charitable organi- 
zations including hospitals and research foundations and business and 
trade associations. Churches and associations of churches are specifi- 
cally exempted. Moreover mutual type organizations such as farm 
co-operatives, building and loan associations and mutual insurance 
companies (other than life or marine companies), or fraternal bene- 
ficiary societies, civic leagues, and social welfare organizations are not 
affected by these new provisions. 

The basic criterion of taxability is whether the business activities 
are related or unrelated to the main purpose of the exempt corpo- 
ration. Among businesses that would probably be considered related 
are the operation of a university press or the sponsoring of athletic 
contests. Corporations and associations are taxed on their unrelated 
business income at corporate rates while trusts are taxed at individual 
rates. 

Economic EFrrects or TAX EXEMPTION 


What are the effects of income tax exemption? The key to Professor 
Guthmann’s position is found in his statement that “tax immunity 
permits a business to lower prices to the consumer and to expand 
more rapidly from retained earnings” (italics added).° 

The question we raise is whether the tax-exempt enterprise will 
actually decide to lower prices. Whether the tax “permits” price cuts 
is a matter of arithmetic; but whether the enterprise will actually 
engage in price cutting because of income tax exemption is, unfortu- 
nately, a matter which brings us into the theory of the incidence and 
effects of the business income tax. 

We must first recognize the fact that in some cases this problem 
is academic in that the tax-exempt enterprise does not compete in the 
same market as the taxable enterprise. With respect to utilities Pro- 
fessor Guthmann states “. . . direct competition of government owned 
and privately owned utilities is the exception. . . .”* One of the points 


the indebtedness is known as “Supplement U indebtedness.” (1.R.C. Sections 421-423). 
In so far as the exempt organization invests its own funds in the property it acquires the 
exemption. In other words, in so far as the organization pays back its indebtedness, it 
acquires the exemption 


. 


5. Professor Guthmann’s statement is mild compared with some that are made. Com- 
pare: “This subsidy is slowly but surely strangling free enterprise and free markets, and 
continuation of federal income tax inequalities can result only in the eventual death of 
private enterprise” (Ben C. McCabe, “Big Business without Taxes,” National Tax 
Association, Proceedings, 1945 [279-287], p. 279). 


i-/ 


6. There are some cases of direct competition, of course. One private power company 
representative has said, “I am associated with a power company—a private tax paying 
power company—in Washington. We are in direct competition with Bonneville. Bonne- 
ville pays no taxes—not one dime” (Arthur E. Becker, in discussion, National Tax Asso- 
ciation Proceedings, 1948, pp. 314-15). 
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he makes is that comparisons between the two are made as to effi- 
ciency and that the government-owned utilities are used as “yard- 
sticks.” This in itself is not a sufficient basis for imposing taxes on 
municipally owned utilities in violation, in part, of constitutional 
precautions against one level of government dominating the others 
through taxation. If statistical abuses occur, a much more appropri- 
ate remedy would be to make proper adjustments for income taxes 
in any comparison between taxable and tax-exempt companies. Sta- 
tistical abuses do not provide a sufficient basis for formulating tax 
policy. (Professor Guthmann does, however, make a significant point 
in suggesting that customers of tax-exempt utilities escape a share of 
taxes imposed on taxable utilities. ) 

In cases where direct competition does exist between taxable and 
tax-exempt business, Professor Guthmann believes that the tax-ex- 
empt business has a competitive advantage. In support of his position, 
he compares the percentage of federal income taxes to sales and to in- 
vestment in certain taxable business corporations. He suggests that a 
tax-exempt co-operative in similar lines of business could charge 
lower prices to the extent of the income tax, and still have as much 
left over for stockholders. He states “Such a competitive advantage 
is obviously substantial if not overwhelming.” The advantage would 
be in the form of either lower prices at the time the sale is made or 
patronage dividends at the end of the accounting period. 

The extent to which there would be a competitive advantage in 
practice would depend partly on whether there actually was a lower 
price in advance or whether the lower price took the form of patron- 
age dividends distributed later. 

If the lower price of the co-operatives takes the form of a patron- 
age dividend, that is, if the price initially charged is the same as that 
of the taxable business corporation but there is a rebate at the end 
of the year, there is a real question as to any competitive advantage. 
The question is whether an unknown and uncertain patronage divi- 
dend to be paid at the end of the year has the same effect as an imme- 
diate reduction in price at the time the sale is made. The prospect of a 
patronage dividend will probably affect purchases but the effect can 
hardly be claimed to be the same as if there were known in advance 
to be a certain reduction in price equal to the income tax computed 
at the end of the year on the sales that actually took place during the 
year. A patronage dividend may be regarded as an ex post reduction 
in price and its effects on sales cannot be assumed to be the same as if 
it were an actual reduction at time of sale. This is especially important 
since, in fact, patronage dividends are sometimes not paid at all. 
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Professor Guthmann admits, “It is true that some co-operatives are 
unable to earn or to pay any patronage dividends. .. .”” He also em- 
phasizes that patronage dividends are mainly in the form of a return 
of profits. He admits, “Under the present system, the co-operative 
member never knows the exact price he is paying at the time of pur- 
chase because the patronage dividend is in the future, and, of course, 
it may never actually materialize.” 

The co-operatives also claim that the money which ultimately be- 
comes patronage dividends is really the property of the patron and 
may be regarded as debts; hence patronage dividends are repay- 
ments of debts. The statement which follows points up this attitude, 
“Farmer co-operatives can never compromise the basic issue as to 
whether debts honestly contracted and owing can be treated as income 
to the debtor for tax purposes . . . we do not believe that Congress has 
either the desire or the power to include as income, by definition, sums 
which are not even the property of the taxpayer to whom such income 
is ascribed. If the need arose, this issue would be carried to the Su- 
preme Court, and to every farm, village and city as well.” 

Another contention that is sometimes made is that it would not 
be appropriate to tax the co-operatives that deal with business firms 
because the benefits derived from the co-operatives are declared as 
income by the patron firms. A representative of the co-operatives says 
“The primary object of most co-operatives is to increase the income 
of the businesses they serve, thus also increasing their income tax 
payments.’’* He goes on to say, “Just as the great integrated indus- 
tries combine the profits and losses of all subsidiary corporations, 
branch plants or integrated units into a single consolidated income 
tax return, so each of the businesses patronizing a co-op is required 
to consolidate its share of the savings realized through the co-op into 
its individual return.” The answer to this takes the following form: 
“The current co-operative claim that because dividends are taxable 
in the hands of recipients, profits may not also be taxed in the hands 
of the corporation, falls of its own weight in view of the existing 
‘double taxation’ of corporate income. Such double taxation may con- 
stitute an inequity, but it is in accordance with the law of the land 
and to fail to enforce the law on co-operatives, too, is to create an 
inequality and an undue preference for one form of business at the 
expense of another.’” 

All considered, we cannot regard the effects of patronage dividends 

7. R. Wayne Newton, “Corporation Income Taxes as Applied to Co-ops,” National 
Tax Association, Proceedings, 1945 (270-278), p. 278. 
8. Ibid., p. 271. 9. McCabe, op. cit., p. 282. 
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as equivalent to the effects of a price-reduction. The prospect of un- 
known and uncertain patronage dividends cannot give the co-oper- 
ative much of a competitive advantage at the time the sale is made. 

A related question is whether tax exemption gives co-operatives a 
competitive advantage in attracting capital funds. In comparing co- 
operatives with ordinary business corporations Professor Guthmann 
states: “Their dividend rate to shareholders is generally limited, al- 
though the rate legally may run as high as 8 per cent, a figure which 
most stockholders of business corporations would regard as generous” 
(italics added). This limitation may, however, introduce a substan- 
tial difference under present conditions. A large number of common 
stocks of taxable corporations currently yield more than 8 per cent 
and a substantial number more than 10 per cent (where the “current 
yield” is obtained by comparing dividends paid during the last twelve 
months with the current price) .’® 

This fact is of some importance in deciding on the degree of compe- 
tition that exists between the tax-exempt co-operatives and the tax- 
able business firms on the capital market. If the co-operative is limited 
to 6 or 8 per cent in dividends to stockholders it is currently under a 
great handicap in obtaining funds if, as is reasonable, we may assume 
that the degree of risk attached to *he ~.-operatives is not significant- 
ly less than that of other firms in th: some line of business. Just to 
mention one example, in an area where co-operatives exist, the com- 
mon stock of Creameries of America which is listed on the New York 
Stock Exchange currently yields 10 per cent, paying a dividend of 
$1.00 with a price of approximately $10.00 per share. 

Professor Guthmann grants that some co-operatives find it difficult 
to raise adequate capital despite their tax-exempt status. He refers 
to the fact of the farmer marketing co-operatives’ “. . . failure to pay 
dividends on their stock adequate enough to attract investment by 
members.” 

Now we turn to the main question whether a tax-exempt enterprise 
will charge lower prices than the taxable firm—not in the form of a 
patronage dividend but in the form of a lower price at the time the 
sale is made. The question is essentially whether the income tax plays 
a part in price decisions. In some cases, it clearly does not. Profes- 
sor Guthmann admits that “Most marketing co-operatives pay their 
members the going market price for their crops at the time they are 
delivered to them.” 

10. A review of the dividend and price data published in Barron’s, December 18, 1950, 


indicates that 171 stocks listed on the New York Stock Exchange yielded 10% (as defined 
above). 
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Is there any reason why the income tax should affect price? If the 
income tax plays no part in price decisions then presumably exemp- 
tion from the tax plays no part in price decisions. We have all heard 
the statement that an income tax cannot be shifted in the short run. 
Can we accept this statement as valid? 

In answering this question we must distinguish between prices set 
in a competitive market and prices which are administered to some 
degree. Under competitive conditions, the traditional doctrine of the 
non-shiftability of the income tax acquires importance. We are all 
familiar with the assurance that the point of maximum profit before 
the tax is the same as the point of maximum profit after the tax in the 
short run. This has relevance, of course, only on the assumption of 
maximization of profit in the short run.’ Even on this assumption 
there are some modifications that have to be made in the general con- 
clusion: (1) the tax is computed on the “income” as defined for tax 
purposes; from an economic point of view this may include some ele- 
ments of cost and hence may result in shifting even in the short run; 
(2) the computation of maximum profit may not make allowance for 
the varying risks involved in different outputs, such as the risks in- 
volved in committing different amounts of working capital; if this 
imputed cost is taken into account there may be some inducement to 
shifting of the tax because in that case the imputed cost varies with 
output and is shiftable in the same sense as any tax which varies with 
output. 

An intermediate case is that where the firm was not maximizing 
profit before the tax was imposed, but is provoked into maximization 
by the imposition of the tax. In that case, anything is liable to happen 
after the tax is imposed. The price before the tax was imposed may 
have been higher or lower than that which would maximize profit. 
The imposition of the income tax may provoke a change in price in 
the direction of maximizing profit after tax but we cannot tell whether 
this means an increase or a decrease in price nor can we tell whether a 
tax-exempt firm will in such conditions charge higher or lower prices 
than a taxable firm. Once we depart from the assumption of consistent 
profit maximization we allow of a large variety of behavior patterns 
and there is no reason to believe that the tax-exempt firm will behave 
in such a way as to undercut the taxable firm. 

Now what happens if, following Professor Shoup, we drop the as- 
sumption of short-run maximization of profit. For reasons of public 

11. The extensive literature on this subject cannot be covered here. For a recent review 


see P. Wiles, “Empirical Research and the Marginal Analysis,” Economic Journal (Sep- 
tember, 1950), pp. 515-30. 
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policy or for other good and valid reasons the enterprise may decide 
not to charge the price which will yield the greatest possible profit 
in the short run but rather to charge a lower price consistent with a 
“reasonable,” “sufficient,” “normal,” or “satisfactory” profit over the 
long period. Wherever the possibility of a price increase exists, but 
the price increase does not take place because profits are reasonable 
and satisfactory, the possibility of shifting an income tax is a real one; 
and the possibility that the exemption from an income tax will influ- 
ence prices is likewise a real one. Under such conditions exemption 
from an income tax may encourage a lower price than would other- 
wise prevail and hence may give the tax-exempt business a price ad- 
vantage over the taxed business. This would confirm Professor Guth- 
mann’s conclusion that the tax-exempt enterprise charge lower prices 
than the taxable corporation. 

But there seems to be a conflicting tendency. In his section entitled 
“Tax Equality Should Not Handicap Co-ops” Professor Guthmann 
states, “furthermore, some of these [co-operatives’] leaders have 
stated that if their patronage dividends were subject to taxes they 
would J/ower their prices to their customers by the amount of the 
patronage dividends and so avoid the question of the taxability of 
such amounts” (italics added ).’* 

At a later point, referring to utilities, Professor Guthmann says 
that the taxation of the tax-exempt companies “... might even lead 
to rate reduction by municipalities anxious to avoid the income tax.” 
He also says “a corporate income tax could be avoided by a munici- 
pal utility willing to pass all ‘savings’ along to consumers through re- 
duced rates.” Thus co-operatives, because of their peculiar nature and 
purpose, may prefer to give their patrons the entire benefit of lower 
prices rather than pay any part of the higher prices to the govern- 
ment in the form of income taxes. This suggests that the taxable 
corporation, knowing that its profits will be taxed, may charge lower 
prices if it feels that it will be making larger profits by charging a 
higher price. Thus if the taxable corporation is not maximizing profit 
in the narrow sense but is merely interested in getting a reasonable 
or satisfactory profit (after taxes) it may be induced to charge lower 
prices than the tax-exempt enterprise. 


12. Compare the following statement made in 1945 by the manager of the National 
Association of Co-operatives: “If co-operatives could forecast all expenses, with un- 
erring accuracy, and could predetermine their own exact business volume, it would then 
be possible to quote prices to patrons that would result in their operating exactly at cost. 
No one has yet suggested that any net income would be realized or that any tax liability 
would accrue under such conditions. Neither has anyone seriously suggested that such 
a plan is practical in the business world of today” (Newton, op. cit., p. 272). 
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CoNCLUSION 


In conclusion, we may ask, “What would happen if we imposed an 
income tax on tax-exempt enterprises?” (1) If they have been trying 
to maximize their short-run profits and continue to do so, they may 
not change their prices at all. (2) But if they have merely been seek- 
ing a satisfactory or reasonable profit, they may decide to raise prices 
in the hope of getting the same net return as before. (3) And if, in 
accordance with some of the possibilities suggested by Professor 
Guthmann, an income tax would induce co-operatives to reduce their 
prices (thus increasing their competitive effectiveness) in order to 
avoid making profits and paying taxes, we would have to conclude 
that exemption from the income tax reacts to the disadvantage of the 


tax-exempt enterprise as far as day-to-day price competition is con- 
cerned. 
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SOME CONSIDERATIONS ON THE INCIDENCE OF THE 
CORPORATION INCOME TAX 


Cart S. SHouP 
Columbia University 


THE PRESENT PAPER aims only at exploring a few of the factors bear- 
ing on the incidence of the corporation income tax that have been 
somewhat neglected. 

Although the incidence of the corporation income tax is a matter 
of considerable uncertainty, the most plausible assumption continues 
to be that for the most part it is upon the holders of common stock. 
Nevertheless, there remains a considerable possibility that the tax 
in part is being shifted to consumers through higher prices. The pres- 
ent analysis is in terms of an increment to an existing tax, rather 
than in terms of the whole tax, and, unless otherwise specified, as- 
sumes an initial rate of about 35 or 40 per cent, to which an increment 
of 10 or 20 points is added. The term “business tax” is used occa- 
sionally, when the statement holds for a tax on unincorporated con- 
cerns also, but the corporation income tax is the main topic of this 
paper. 

If an increment to a corporation income tax is shifted forward in 
product prices, there are certain aspects of the process that are pe- 
culiar to this tax, or to business income taxes in general. The following 
analysis is devoted to a statement of those peculiarities, and attempts 
to analyze their bearing on the degree of shifting. Shifting is taken 
here in the usual sense of a tax-induced rise in price. Complete shift- 
ing of the tax increment merely means that the price has risen by the 
full amount of the increment in tax. It says nothing of the extent 
to which production is decreased, or of the loss of consumers’ or pro- 
ducers’ surplus. However, as it will be seen, the conceptual problem 
of defining a situation where price rises by the full amount of the tax 
is especially difficult for the income tax. 

The peculiarities discussed here are: (1) the spiral effect, whereby 
a given increase in the income tax rate, say 20 points, for complete 
shifting requires a greater rise in price if the increase in tax rate starts 
from an already high level of tax rate, provided complete shifting is 
defined in terms of the tax payable at the new, not the old, equilib- 
rium; (2) the way in which the ratio of income tax to sales will differ, 
even among firms earning the same return on capital; (3) the effect 
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of a loss carry-over provision on the degree of certainty with which 
a business concern can estimate the rate of tax it is paying on any 
one year’s business. 

The brief analysis in this paper is further restricted to oligopoly 
(as defined, for example, by Bain), either pure or differentiated. The 
peculiarities encountered by oligopolists in considering the shifting 
of a business income tax will be discussed as they appear; first, if the 
action of the oligopolist is one of raising prices almost immediately, 
and second, if the reaction instead is one of allowing the firm to shrink 
in size, the increase in prices thus awaiting a restriction of supply. 

The first case may be questioned as unreal. Why should the oligo- 
polist raise the prices of its products just because the income tax has 
been increased? It was already maximizing its income, given its exist- 
ing plant and equipment and other assets. However, I am inclined to 
think that business firms in an oligopoly (pure or differentiated) may 
on occasion raise its prices when a substantial change in the income 
tax is imposed, and do so with the aim of maximizing its profits (after 
tax). 

For one thing, in the complex business world of real life, where 
ignorance and uncertainty are great, where each firm produces sev- 
eral products for which much of the total cost is common cost, the 
oligopolist may decide that the aim of profit maximization is best 
served by establishing a routine of immediate response to anything 
that substantially impairs current profits. 

Secondly, an oligopoly’s structure of product prices may be floating 
at a level from which an upward movement, by increases in all prices 
of all products of all firms, would increase the profits of each firm. 
The price structure is at that level, rather than higher, because of his- 
torical accident and inhibitions on collusion, but it is ready to be 
moved higher if some appropriate reason, or excuse, can be found 
that will give the requisite courage to the price leaders of each of the 
products. A substantial increase in income tax may be that excuse. 

These reasons may not be the only ones why a rise in income tax 
will induce a prompt rise in prices, and they may not be very impor- 
tant; but my own discussions with business men on the role of the 
income tax in pricing have led me to believe that it is not a waste of 
intellectual resources to inquire into the peculiarities that would face 
a business firm which attempted to recoup the income tax by price 
increases. The issue is not entirely unreal. 

This point is emphasized by the alleged prevalence in the past few 
years of what has been called “stay-out” pricing. Under this policy 
the price leader or leaders, in a boom period of unusual demand, pre- 
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fer to keep prices down and allocate their output informally among 
their customers, instead of raising prices to the point where the prices 
themselves do the job of allocation. Under stay-out pricing, the indus- 
try makes sure that there will be no substantial influx of new firms. 
A rise in the corporation income tax rate is likely to cause the price 
leader to conclude that it is safe, and desirable, to raise prices some- 
what, without danger of undermining the stay-out policy. 

In the second case, where the oligopolist’s reaction to the tax is one 
of allowing the firm to shrink in size (compared with what it would 
have been at any given time in the absence of the tax), a significant 
point for tax policy is the speed with which this kind of adjustment 
may be made. The length of time required to restrict supply is smaller 
than is commonly noted. First the size of the firm in absolute terms 
can be reduced quickly by reducing the amount of inventory and 
contracting the amount of accounts receivable. Second, repairs, re- 
newal, and expansion of plant and machinery will usually be a con- 
tinuous procedure if the period is one of prosperity. The size of the 
firm (compared with what it otherwise would have been) can be cut 
quickly by a cessation or slowing down of the rate of expansion, re- 
newal, or repairs. The “long period” of economic analysis is apt to 
be short in a period of prosperity and long in a period of depression. 
The income tax is most important in a period of prosperity (with 
qualifications, to be discussed in what follows, arising from the carry- 
over provisions ). 

SPIRAL EFFECT 


We may lead into a statement of what I call the spiral effect of the 
business profits tax by first discussing the possible definitions of com- 
plete shifting under such a tax. 

Traditionally, forward shifting is considered complete when the 
price rises by just the amount of the tax on the article. In this defini- 
tion, the effect on volume of sales and on profit is disregarded. 

This concept, by which the rise in price is compared with the tax 
per unit, fits well with a specific tax, where the tax per unit is defined, 
and is the same no matter what the price. It does not fit as well with 
an ad valorem tax on output, where the tax per unit is not the same at 
the new, higher price as it was at the initial price. The concept fits 
still less well with a tax on profits. Should complete shifting of a 
tax on profits be defined as a rise in price equal to this fraction: the 
amount of tax that would be payable at the initial equilibrium, divided 
by the number of units sold at that equilibrium? Or instead, should 
complete shifting be deemed to occur only when the price rises by an 
amount equal to the tax actually payable at the new equilibrium di- 
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vided by the number of units sold at that equilibrium? The latter 
definition seems preferable. Both the businessman and the economist 
are most interested in the amount of tax actually payable, not the tax 
that would have been payable if the profit at the pre-tax equilibrium 
had remained unaltered. 

At this point, a subsidiary question may be considered. In terms of 
the new equilibrium does the definition call for a greater rise in price 
under complete shifting? At the new equilibrium, the number of units 
sold will be smaller. If the move to this new equilibrium is made by 
the oligopolists’ raising prices, as an appropriate occasion to reach 
higher profit levels, as suggested, the profits-before-tax will be larger 
than before, and hence the amount of tax payable will be larger. The 
combination of a large absolute amount of tax and a smaller number 
of units means, of course, a larger rise in price under the preferred 
definition of complete shifting than under the first definition given 
above. But if the move to the new equilibrium is made by reducing 
the amount of capital in the firm, with the aim of maintaining the 
rate of profit (after tax) per unit of capital, then the absolute amount 
of profit (before subtracting tax) may possibly decrease as fast as, or 
faster than, the number of units sold. If it does not, complete shifting 
will still require a greater rise in price under the preferred definition 
than under the definition in terms of profit and units sold at the initial 
equilibrium. 

Turning back now to the case where the oligopolists use a given 
increase in income tax (say, an increase of 20 points) as an excuse to 
reach a higher level of profit-before-tax, their success, measured in 
terms of what they can keep after tax, will be greater the lower the 
initial rate of tax. If initially the tax rate is only 30 per cent of the 
profit, and if a 20-point increase is imposed, the net result for the 
oligopolist from raising his prices will be greater than if the 20-point 
increase were put on top of a 60 per cent rate. Suppose that the initial 
profit before the tax is $100, the tax is $30, and the profit after tax is 
$70. The tax is now raised to 50 per cent. Profit after the tax is $50. 
The oligopolist uses the tax as an excuse to move to a level of profit- 
before-tax of, say, $120, by raising prices and restricting output. He 
now has a profit after tax of $60. Compare this result with that ob- 
tained if the initial tax is, not $30, but $60. The tax is now raised to 
80 per cent. Profit after tax is $20. The firm moves to a level where the 
profit before tax is $120, as before. Profit after tax in the new position 
is now $24. Under the low initial rate, profit after tax rises from $50 
to $60 as a result of the price increases. Under the high initial rate, it 
rises from $20 to $24. The percentage rise in profit is the same, but 
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the absolute rise is much smaller. The absolute amount is important, 
even if we take into consideration the decrease in the amount of 
capital that, ultimately, the oligopolist will have invested in the busi- 
ness in view of the lower rate of output; for it is unlikely that this 
factor will counterbalance the effect exerted by a substantial differ- 
ence in the initial rate of tax. 

In a world of certainty, the oligopolist would take the excuse to 
raise prices to the level that gives him $120 profit before tax, in either 
case, if indeed he had not done so already. But in the real world of un- 
certainty, where the existence of this untapped higher level of profit- 
before-tax is somewhat conjectural, the oligopolist may not move 
under the 20-point increase when it comes on top of an already high 
tax rate, when he would if it were added to a lower rate. 

The spiral effect is still more evident if we assume that the business 
firm is considering what it would have to do if it is to maintain the 
amount of profit-after-tax unchanged. A 20-point increase on top of 
an already high tax rate would require a much greater increase in 
profit-before-tax, to meet this aim, than if the same tax increase were 
on top of a low tax rate.’ 

With the income tax as an excuse, suppose that the oligopolists 
decide they have no higher level of profits to move to; but instead, 
they meet the tax increase by withdrawing enough capital so that the 
remaining units of capital yield the same rate of profit, after tax, as 
was obtained before. The spiral effect is still relevant. The amount of 
profit-before-tax per unit of capital must be higher than it was before 
the tax increase. As this profit-before-tax per unit of capital employed 
is pushed up, by withdrawing units of capital, the profit increment is 
cut away not only by the 20-point increase, but also by the basic rate. 
Suppose that a unit of capital of $100 is earning $11 before tax, under 
a 10 per cent tax, and hence $10 after tax, for the desired return of 10 
per cent. If the 10 per cent tax is increased to 20 per cent, each unit 
of capital remaining in the business must earn $12.50 before tax, if 
the desired net return of 10 per cent is to be obtained. If, on the con- 


"If p. is the initial profit after tax; p, is the profitjbeforejtax at the new equilibrium; 
t,is the initial tax rate; and ¢, is the new tax rate: then, if the profit after tax is to remain 
unchanged, the profit}before_tax must increase by the amount of the increase in tax. That 
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Carl Shoup, ‘‘Incidence of the Corporation Income Tax: Capital Structure and Turnover 
Rates, National Tax Journal (March, 1948). 
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trary, the initial tax rate is 80 per cent, instead of 10 per cent, each 
unit of capital would have to earn $50 before tax, in the initial situa- 
tion. With the 1o-point increase added, each unit of capital remaining 
would have to earn $100 before tax if the net rate of 10 per cent were 
to be earned in the face of this 90 per cent tax. In the first case (low 
initial rate) under a 10-point increase in the tax rate, the profit-be- 
fore-tax, per unit of capital, must rise from $11 to $12.50. In the 
second case (high initial rate), it must rise from $50 to $100. The 
percentage rise in selling prices of products will almost surely be 
greater in the second case than in the first. 

As the corporation income tax rate gets up into the range of say, 40 
per cent and above, long-term considerations of whether it is worth 
while to keep capital at work, if there is no immediate shifting, be- 
come of course more significant than when the tax rate is low. A 20- 
point increase on top of a 60 per cent rate, if neither segment of the 
tax is yet shifted, will surely cause more consideration to be given 
to the possibility of moving capital out of the taxed field than will a 
20-point increase on top of a 30 per cent rate. The forces making for 
a shifting of a 20-point tax increase through the removal of capital 
are much stronger if the 20 points are added to an already high rate. 

Even so, the force may be weak, judged by the degree to which it 
affects capital. The capital in question is equity capital, excluding 
preferred stock. What are the alternatives for the owners of equity 
capital? They are: (1) transformation into creditor capital (includ- 
ing preferred stock); (2) use of the capital in unincorporated enter- 
prises, not a very important option quantitatively; (3) use of the 
capital abroad, which was an important consideration in the England 
of Ricardo’s day, but is not so to United States investors today; 
(4) use of capital in tax-exempt state and local bonds, which for the 
most part would probably result only in a redistribution of those secu- 
rities; (5) holding the capital in liquid form (cash, deposits); (6) 
consumption of capital, including under this last item the failure of 
savings to grow as it otherwise would. 

I am inclined to agree with what seems to be the general opinion, 
that profit is rather compressible over the long period, without in- 
ducing a great decrease in the supply of equity capital. But surely at 
some stage, these forces begin to operate—if not with a 4o per cent 
tax, or even with a 60 per cent tax, then with an 80 or 99 per cent tax— 
the theoretical problem is still there (incidentally, as recently as 
twenty years ago a peace-time corporate rate of 38 per cent would 
have been regarded as so unlikely as to be scarcely worth discussion). 
If the reaction of the equity-capital supplier is primarily number 
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(1) above, that is, to shift his capital into use in creditor form, the 
consequences will be a fall in the supply of corporate equity capital 
(supply in terms of the rate of profit before income tax) and a rise 
in the supply of corporate creditor capital. Would this lead to a con- 
siderable decrease in corporate output? It would, if the demand of 
corporations for creditor capital is very inelastic. The equity holder 
who would like to invest in creditor form would then be driven toward 
alternatives (2) to (6), for part of his capital or potential savings. 
There is evidence that for many corporations the demand for creditor 
capital is strangely inelastic, and we may therefore suppose that if the 
tax is high enough to drive capital away from being equity capital in 
corporations, it will probably also lead to some restriction in produc- 
tion by corporations. However, we know almost nothing about the 
quantitative relations in this field. 


DISPARITIES IN PRICE-TAX RATIO 


If an increase in the corporation income tax does induce a rise in 
the prices of products in an oligopolist industry, the following reasons 
make complete shifting by all firms quite unlikely. With respect to 
any one product, the percentage of sales proceeds that is brought 
down to profit will commonly vary from firm to firm. Hence the per- 
centage by which the price of the product must be increased if the tax 
is to be completely shifted by all firms will tend to vary from firm to 
firm. Competitive considerations are unlikely to allow such diverse 
increases in price, at least in pure oligopoly. 

In the case of two different products, produced in different indus- 
tries, it is still more likely that the percentage increase in price neces- 
sary to shift the tax will be substantially different. 

There are two reasons for these variations. First, the speed with 
which the entire property used by the concern is turned over, into 
sales, commonly varies from firm to firm within an industry, and must 
vary from one industry to another, depending on the degree to which 
the concern or industry makes use of long-lived assets. Second, the 
extent to which property is carried by borrowed money or is obtained 
on lease, as distinguished from property that is purchased by money 
obtained from the sale of preferred or common stock or from retained 
earnings, will likewise affect the percentage rise of prices needed to 
recoup a given increase in income tax. I have analyzed these factors 
at some length elsewhere, and will not repeat them here.” 


2. Shoup, loc. cit. It has been suggested that the rate of tax, capital structure, and 
rate of turnover of property used in the business indicate “the extent to which the tax 
increases costs” (J. Fred Weston, “Incidence and Effects of the Corporate Income Tax,” 
National Tax Journal [December, 1949, p. 313]). This seems not to be so with respect 
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The result is that an increase in the selling price of a product that 
would recoup the income tax for one firm would fall short of that goal, 
or would overshoot it, for the other firms. Similarly, as between pro- 
ducers of different products, the former ratios of prices to each other 
would have to be changed if complete shifting were to be achieved. 

These difficulties in the way of obtaining a uniform degree of shift- 
ing of the income tax are enhanced by the fact that each firm pro- 
duces, and hence must set prices for, many products. Therefore, an 
income tax poses a much more difficult price-policy problem than a 
sales tax. Similar problems in price policy are caused by an increase 
in wage or interest rates, since here, too, the percentage rise in price 
needed to recoup the cost will differ from one firm to another. 

The profit margin will customarily differ among the products of the 
same firm. Hence complete shifting of a given income tax will tend to 
require a different percentage rise in price from product to product (of 
course, differing demand elasticities, here, as in the cases above, will 
also affect the result). 

Moreover, the reason why different products of a single firm vary 
in the ratio of profit to sales, at least as shown by the accounting 
records, may be due largely to a factor other than those mentioned 
above. A common pattern is that in a given “industry,” Firm A will be 
producing Products 1, 2, 3, and 4 (actually, many more), while Firm 
B is producing Products 3, 4, 5, and 6, etc., Firm A may be a price 
leader on Products 1, 2, and 3, while Firm B sets the pace on Products 
4, 5, and 6. The profit margin of Firm A on Product 4, with respect 
to which it is not a price leader, is likely to be much lower than on 
Products 1, 2, and 3 simply because price leadership rests in Firm B 
through superior technical ability in the production of this item. 
Firm A would like to know how to produce that item so as to realize a 
profit margin comparable to that on the first three items, which, we 
may suppose, require no different proportions of slow- and fast- 
moving capital; but it does not know, and is forced to follow Firm B’s 
lead in pricing. Under these circumstances, the suggestion made 
above, that the price tends to rise by a smaller amount on articles that 
carry a small percentage of sales to profit may not be valid. The price 
leader, making a good margin of profit on this item (Product 4), 


to the rate of turnover. Two firms with the same amount of capital and capital structure, 
needing the same rate of return on capital, will then be saddled with the same amount 
of cost under a given rate of income tax; but the rise in price necessary to recoup the 
tax will differ according to the speed of turnover. As the analysis above indicates, I am 
still inclined to believe that “the magnitudes of the variables . . . will determine whether 
the tax is shifted or not,” (idem) or, more precisely, will help determine the extent to 
which the tax is shifted. See also Morris Beck, “Ability to Shift the Corporate Income 
Tax: Seven Industrial Groups,” National Tax Journal (September, 1950). 
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may raise the price considerably, and in that event Firm A will fol- 
low. The statement thus needs modification to read that there is a 
tendency for the price to be put up by a larger percentage on those 
products that carry a large margin of profit to sales in the firms that 
are price leaders on the products. 

The pricing policies of multiple-product oligopolies, that is, prac- 
tically all oligopolies, needs much more research before the implica- 
tions for income taxation become very clear. 


CARRY-OVER OF OPERATING LOSSES 


Under the present federal income tax law, a business firm may off- 
set the operating loss of any one year against the profits of other 
years. First, the loss must be subtracted from the profit of the immedi- 
ately preceding year, thus giving rise to a tax refund. The remainder 
of the loss, if any, may be carried forward to be offset against the 
profits of the succeeding years (to a maximum of five years). 

Suppose that the firm attempts to take the income tax into consider- 
ation in setting the prices for its products. Should the carry-forward 
and the carry-back logically affect the pricing decision? The two meas- 
ures differ in this regard; one injects uncertainty into the pricing 
policy of depression periods; the other, into the pricing policy of pros- 
perous years. 

First, consider only a carry-forward of losses. In a year of prosper- 
ity, the management would know at once the full extent to which that 
year’s business was incurring an income tax liability, since the carry- 
forward of past losses would be known and could be allowed for. The 
results of any given pricing policy for a prosperous year could be 
correspondingly definite. In a year of loss, on the contrary, the con- 
cern would have to take into account the possibility that this loss 
would be reduced by the effect of the carry-forward on the income tax 
in a later year of prosperity; and the result of any given price policy 
for that depression year would be correspondingly indefinite. No 
doubt it would appear safe to assume that future years would bring 
with them some recouping of the loss (through smaller income tax 
payments than would have been due in the absence of the carry-for- 
ward). Thus a reduction of selling prices in a depressed year could 
safely be considered as leading to a somewhat smaller ultimate loss 
than would be indicated by the result for that year alone. Neverthe- 
less, the pricing policy, in so far as it was influenced by the income tax, 
would be more firmly based during prosperity than during depression. 

Suppose, instead, that only a carry-back of losses is in effect. Now, 
the greater uncertainty of the ultimate results of any given pricing 
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policy attaches to the year of prosperity. Under a carry-back, it is not 
known how much of the profits of the prosperous year will be offset, 
ultimately, by losses of a later year, with a corresponding income tax 
refund paid in the prosperous year. On the other hand, the results of 
any given pricing policy (so far as income tax liability is concerned) 
in a year of loss would be definite. 

Do these considerations have any bearing on the possibility of 
shifting the income tax? Perhaps not, but it might be argued that un- 
certainty over the results of a pricing policy is more important, in 
terms of the amount of business affected, if it occurs in a year of 
prosperity, which is usually also a year of a large volume of business. 
Then a carry-back, considered in its effect on price policies over a 
period of years, tends more to prevent shifting of the tax, or tends to 
prevent more shifting of the tax, than a carry-forward. But these re- 
marks are only first-approximation armchair speculation, and need to 
be given content by discussion with business executives. 

Incidentally, a carry-back of loss in principle should be a powerful 
check to any tendency the business firm might have to spend money 
carelessly because of a high marginal rate of the income tax. In effect, 
the firm does not know just what the marginal rate of tax on this 
year’s business will turn out to be. If the concern suffers a heavy loss 
in a later year and can carry the loss back, it may find that its final 
marginal rate for the year of prosperity in reality was zero. The 
marginal expenditures in the year of prosperity, after all, were not 
being paid for largely by the government. This consideration applies 
especially to an excess profits tax. The tendency to be careless about 
expenditures under a high marginal rate of an excess profits tax can 
thus be checked by the allowance of a carry-back of unused excess 
profits credit. 
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SOME CONSIDERATIONS ON THE INCIDENCE 
OF THE CORPORATION INCOME TAX 
( Discussion ) 


RICHARD GOODE 


The University of Chicago 


PROFESSOR SHOUP’S PAPER seems to me to be a very useful and realistic 
treatment of the incidence of the corporation income tax. His emphasis 
on oligopoly and price leadership and on ignorance, uncertainty, mul- 
tiple products, and common costs offers the best explanation of the 
possibility of short-run shifting. By dropping some of the simplifying 
assumptions that economists have usually made, Professor Shoup 
shows that businessmen have some basis for their repeated assertions 
that short-run shifting does occur. In discussing long-run shifting, he 
makes the important point that this process may be much quicker 
than is commonly assumed, especially in times of prosperity. Our un- 
derstanding of the shifting process is also improved by Professor 
Shoup’s comments on the significance of the height of the tax rate 
before it is increased, the price-tax ratio, and carry-backs and carry- 
forwards of net operating losses. 

The following remarks relate to only a few of the many interesting 
aspects of the paper. 

1. Professor Shoup notes that “complete shifting” of a profits tax 
is asomewhat ambiguous concept. He prefers to define it as a price rise 
equal to the amount of tax payable on the new equilibrium output 
divided by the number of units sold at the new price. This definition is 
parallel to that usually applied to specific sales or production taxes. 
Might it not be more revealing, however, to say that a profits tax is 
completely shifted if producers remaining in the industry realize the 
same after-tax rate of profit on capital or sales as before the tax was 
raised? This definition, I think, would tell more about the stability of 
the new equilibrium and perhaps also more about the real “burden” 
of the tax. 

2. One interesting situation discussed by Professor Shoup is that 
in which producers hold down prices for the purpose of keeping out 
new firms. If the corporation income tax is increased, the price leader 
may consider it safe to raise prices. It is a matter of common observa- 
tion that, acting on this or other motives, many manufacturers have 
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in recent years deliberately set prices below the short-run equilibrium 
level and formally or informally rationed output. But is this such an 
effective way of keeping out new firms that the policy may be ex- 
pected to be long continued for this purpose? It seems that unsatisfied 
demand will offer as strong an attraction to new producers as would 
an increase in prices by old producers. In either situation, costs of 
entry and uncertainty of the future market are the greatest deterrents 
to new firms. Furthermore, if demand is not satisfied at list prices, a 
gray market may develop. The automobile business in the immediate 
postwar years illustrates this situation. Under these conditions, some 
of the profits foregone by manufacturers find their way into. the 
pockets of retailers, second-hand dealers, and individuals who buy 
for resale. In such a market manufacturers can react to a tax increase 
by raising list prices without correspondingly increasing actual prices 
to final consumers. 

3. Professor Shoup points out that, because additional profits re- 
sulting from a price increase are subject to the corporation income 
tax, complete shifting is often difficult. He suggests that when tax 
rates are already high an oligopolist may be less disposed to raise 
prices in an attempt to recover a tax increase than he would be if the 
initial tax rate were low. On the other hand, Professor Shoup con- 
cludes that a tax increase coming on top of an already high rate is 
more likely to drive out capital and bring about higher prices through 
contraction of the industry. Although a high tax rate may make com- 
plete shifting more difficult, I am inclined to believe that it will make 
some shifting more probable. Disinvestment or at least a reduction in 
the rate of new investment is more likely to occur, and from the pub- 
lic relations standpoint the price increase can more easily be justified 
when tax rates are high and profits after taxes low. 

4. Professor Shoup’s analysis shows that the corporation income 
tax may result in higher prices for particular commodities. Will these 
price increases be offset by lower prices for other commodities, or 
will other prices remain stable while these prices rise? In other words, 
will the tax raise the general price level or only change relative prices? 
A tax-induced change in relative prices may cause a loss of consumer 
satisfaction and of efficiency, but it will result in a different distribu- 
tion of the tax load than a general increase of commodity prices. The 
effect of corporate taxes on the general price level is of immediate 
practical importance in forming appropriate anti-inflationary fiscal 
policy. 

Appraisal of the effect of any tax on the general price level requires 
consideration of its impact on aggregate income or its monetary ef- 
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fects. A discussion of these topics is not possible here, but I do want to 
say that it seems to me that nothing in Professor Shoup’s analysis or in 
most other treatments of the problem indicates a rise in the general 
price level. What is suggested is a change in relative prices. Because 
the corporate tax applies only to incorporated businesses, it will tend 
to bring about an increase in relative prices of commodities in whose 
production the corporate form is especially advantageous. In general, 
these are products of heavy manufacturing and other large-scale, 
capital-intensive industries. The tax may also raise prices of com- 
modities produced by self-restrained monopolists or oligopolists. 
Occasionally, an increase in the corporate tax may jolt the indifferent 
or timid producer to assert a monopoly power that he already had. 

The possibilities of changes in relative prices are important qualifi- 
cations of the traditional conclusion that the corporation income tax 
canot be shifted. I agree with Professor Shoup, however, that “the 
most plausible assumption continues to be that for the most part... 
[the tax] is upon the holders of common stock.” 











PROPERTY TAXATION IN RELATION TO INVEST- 
MENT IN URBAN AREAS 


GrorcE W. MITCHELL 
Federal Reserve Bank of Chicago 


THE INCOME TAX STATUS of the investor has become so dominant a 
factor in appraising investment opportunities that other tax consider- 
ations have come to seem insignificant. The marginal rate of tax for 
even a small investor approximates 20 per cent, for the wealthy, over 
50 per cent. Since the gains from tax avoidance are such as to whet the 
interest of most investors, the “opportunities” for income tax avoid- 
ance are more significant determinants of investment than property 
taxes. Consider, for example, home ownership as an investment. 

Exemption of the return on the investment in owner-occupied resi- 
dential property virtually eliminates competition from any other type 
of investment with comparable security. Moreover, if treating such 
investment by home owners as tax-exempt is not a sufficient incentive, 
the home owner can also consider the privilege of deducting from 
other income the property taxes that he pays on a tax-free investment 
as well as any interest charges. For those who are satisfied to own 
their living quarters, the attractiveness of this type of investment is 
assured by its treatment under the federal income tax. 

The income tax aspects of home ownership are not alone among 
the factors having special pertinence to investment in real estate. The 
fact that investment in real estate does not require a corporate entity 
and lends itself to the use of the capital-gain loophole raises all sorts 
of interesting possibilities to individual investors. Both corporate and 
individual investors find other opportunities for savings in property 
utilized as an adjunct to a commercial or industrial enterprise. Tax 
counsel will provide an infinite variety of suggestions for using real 
estate investment to minimize personal and corporate income taxes 
and to maximize the after-tax return. Many of these suggestions are 
not feasible for use in other avenues of investment. 

The foregoing considerations imply that the influence of property 
taxation on investment is definitely secondary to the impact of the 
income tax. It might be put in these terms: if the composite investor, 
a weighted fellow, not a simple mean, were confronted with the choice 
of a less favorable income tax treatment or higher property taxes, he 
would unhesitatingly choose the latter. 
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In diminuendo, therefore, I will consider two significant aspects 
of property taxation: (1) property taxes are definitely shrinking in 
relative and absolute importance; (2) in urban areas the significance 
of property taxation depends conspicuously on differences in location 
and differences in type of property. 

The investor in improvements on real estate does not ordinarily 
anticipate the amortization of his investment in less than twenty 
years; a life of fifty is more common, and one of seventy-five to a 
hundred not rare. A forecast of the long-run trend in costs and earn- 
ings of the property is thus of major importance. On the cost side the 
property tax is a major consideration. Since the tax is an in rem levy 
and the government imposing it looks to the property as security for 
the tax, this is a cost that the owner cannot always require a lessee to 
absorb. Unanticipated changes in the level of property taxation as 
they affect the owner’s equity are a hazard or windfall that can sel- 
dom be avoided. These changes may appear gradually in effective tax 
rates without commensurate changes in earnings. They may be so 
gradual that the owner fails to recognize the deterioration or en- 
hancement of his investment. On the other hand, cyclical changes are 
comparatively sudden and have brought on dramatic reactions among 
property owners, including intense opposition to the inelasticity of 
property taxation in depression. Therefore, it does not quite suffice 
to predict the long-run trend in the property tax. 

The state governments have all but given up property taxation. 
Where some dependence remains, it is likely to appear as an in lieu 
tax or in some classification of personalty. Local government still 
depends on real estate taxation; it is the only significant source of 
self-support for most local units. 

Despite the universality and the age of the property tax, it ranks 
fourth among the major tax bases used by government today, and 
accounts for only an eighth of tax revenues. It now yields $6.8 billion 
as compared to $16.1 billion for the personal income tax and $11.8 
billion for corporate income tax and $12.6 billion for the sales and 
consumption excises. It has been losing ground steadily. A decade ago 
it brought in $4.4 billion, nearly four times personal income tax col- 
lections, three times corporate income taxes, and a third again as 
much as the excises and sales taxes. Since 1910, with the exception of 
the World War I years, the tax had typically accounted for a little 
over 50 per cent of the tax revenues of all levels of government. 

More significant than these comparisons with other taxes are the 
changes in effective tax rates, i.e., the relation of property taxes to 
property values. Such data as are available indicate that the effective 
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rate of property taxation has been declining over a period of about 
two decades. In a sense this is an unfair comparison as it begins in a 
depression and extends into a highly prosperous period. Nevertheless, 
a comparison between 1940 and today evidences a similar trend and is 
not subject to this shortcoming. 

The facts with respect to effective property tax rates are notorious- 
ly incomplete—as charitable a characterization as can be made even 
granting real difficulties in measurement of values from time to time 
and place to place. One must set aside as biased or haphazard the per- 
sonal knowledges and case histories on the one hand and the tabula- 
tion of nominal taxes, including even those adjusted for officially 
recognized assessment ratios, on the other. The best information can 
be obtained from the bona fide sales of real estate. Unfortunately 
there are only a very few jurisdictions in which information of this 
type has been assembled over a period of years. 

Such data are available for Illinois. They indicate that since 1940, 
real estate values have increased 150 per cent. This increase is net in 
the sense that it takes into account increases due to new construction 
and decreases due to depreciation and obsolescence as well as price- 
level changes. By way of comparison, population for the state in- 
creased 10 per cent and the sales tax base 150 per cent in these years. 

Real estate taxes on the other hand increased 75 per cent and the 
effective tax rate declined from 2.17 per cent to 1.53 per cent. As one 
would expect, most of the decline in the effective rate took place dur- 
ing the war years—the low of 1.49 per cent was reached in 1946. Thus 
a decline in effective rates of about 30 per cent has been sustained in 
the postwar period. It is quite probable that further upward adjust- 
ments in property taxes will entail only a minor increase in effective 
tax rates from the level of 1.53 per cent, given a moderately high 
level of economic activity. 

Fragmentary statistical evidence such as cited here is probably not 
as convincing an argument that property taxes are decreasing as an 
analysis of recent developments in state and local finance. 

Since the property tax is not used by the federal government and 
the states have virtually abandoned it, its role in the future depends 
upon how it will be utilized by local governments. If local govern- 
ments lose functions to the states and the federal government, the 
property tax will be called upon to finance steadily decreasing propor- 
tion of the total cost of government. However, it is not necessary that 
local activities be curtailed for the property tax to decline in absolute 
importance. A system of grants-in-aid—the collecting of revenues by 
the states and the federal government and the expending of them at 
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the local level—is another phenomenon that can achieve the same 
effect as the transference of functions. The federal government and 
the states increasingly are turning to sales, income, and business 
taxes to subsidize the operation of local governments. Property-tax 
payers thus become beneficiaries and the tax load is apportioned to 
an increasing extent by consumption and net income. 

However, some of the larger local governments are finding that they 
can utilize other sources of revenue than the property tax. Fees for 
the rendering of specific services are growing in importance and some 
localities are using the same forms of taxation that have displaced the 
property tax in state governments. 

In the present-day environment the property tax does not appear 
to be a revenue that governments will deliberately look to as a source 
of additional funds. In many communities there have been, of course, 
complaints of increases in the dollar amount of property taxes. In in- 
flationary times these increases are inevitable unless the effective rate 
of taxation is to vary inversely with price-level change. As noted 
above, the available evidence indicates a pronounced decline in effec- 
tive rates despite increases in property tax bills. 

Looking to the future and projecting the trend of recent decades 
one would expect property taxation to continue its decline in fiscal 
importance, not only in a relative sense, but absolutely as well, when 
measured in terms of effective tax rates. And this decline would seem 
to be inevitable if only because local governments have lately ac- 
quired alternatives to the property tax in the form of grants from the 
states and in the form of charges and the use of local sales and income 
taxes. 

Another entirely different reason for anticipating a decline in 
property taxation lies in the character of local expenditures and the 
age-old problem of the rich and poor living together in harmony. The 
major costs (about 80 per cent) of state and local government are for 
health and welfare, education, and highways. The functions of wel- 
fare, health, and education (about 65 per cent of total costs) by their 
nature consist in part in the redistribution of income. Via taxes, gov- 
ernments collect from the members of the community with taxpaying 
capacity funds which are used to provide services for all—those who 
pay taxes and those who do not. The leveling effect of public expendi- 
tures is most evident in the case of public assistance and poor relief 
but it is also a factor in providing common-school education, as I am 
sure you would agree if you ever tried to persuade a school district to 
extend its boundaries to take in the children across the tracks. 

The standards of public assistance and education are under con- 
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stant pressure to recognize the levels set in wealthier communities. 
Such equalization can only be achieved by using taxes with the broad- 
est possible geographical base. A local property tax is completely un- 
suited to adjust to this type of pressure. The units of local government 
have narrowly circumscribed boundaries and in many states these 
boundaries can be changed or new units created. In this way, if a nat- 
ural haven from onerous demands does not exist, it can be created 
and numerous ways of insuring against encroachment are available. 
If a poor community attempts to provide through the property tax a 
level of service that a rich one can well afford it will only succeed 
in driving beyond its jurisdiction the elements of fiscal strength it 
does have, for in the areas of welfare, health, and education there is 
at best a limited identification of tax payments and services received. 
Strong pressures for greater uniformity in welfare and education 
standards mean higher standards in poorer communities and these 
pressures will entail a steadily decreasing reliance upon the property 
tax by local government. There will be a shift away from self-support 
to aids from the state and the federal government. 

In the field of highway finance trends are also away from the prop- 
erty tax and toward a larger reliance on user taxes. As far as urban 
streets are concerned the vehicle license and the sharing of motor fuel 
taxes either have dispossessed or seem certain to dispossess the prop- 
erty tax as a source of local street funds. The special assessment was 
a serious hazard to real estate investors in the 1920’s and has been 
widely discredited in communities throughout the United States. In- 
trinsically this device, given proper administration, has nothing that 
an investor in real estate need fear. It was the abuse of the special 
assessment by real estate investors themselves that brought it into 
disrepute. 

Some may be disposed to question the conclusion that in the future 
property taxes are not likely to encroach significantly upon investors’ 
equities and to be even more skeptical of the opinion that investors 
will derive some windfall from declining effective property tax rates. 
These opinions doubtless rest to a greater degree than is apparent 
upon the continuation of inflationary pressures or at any rate upon 
reasonably high levels of economic activity. The principal reason for 
skepticism appears to lie in the appraisal of possibilities of deflation 
and the collapse of capital values. Given such an eventuality, the 
property tax is in nothing like the exnosed position it occupied in the 
1930’s. In addition to the changes already noted, its timing—the gap 
between the date of assessment and tax payment—a major cause of 
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trouble in the thirties, has been reduced in many states and channels 
of assistance from the states and the federal government have been 
established and can be used on short notice. 

The second topic of significance in real estate investment that I 
wish to treat has to do with variations in effective rates on different 
types of property and property in different locations. My remarks 
here are directed to urban property as distinguished from farm prop- 
erty. In Illinois, for example, over 70 per cent of the real estate value 
consists of property in urban locations. It is in these locations that the 
greatest disparities in effective rates occur, principally because of the 
greater variety in types of property. 

Geographical disparities in effective tax rates are a function of the 
differences in the allocation of functions between the state and local 
governments, the comparative concentrations of taxable wealth, and 
the costliness of local services. While some investors are free to 
choose between widely separated areas for investment, many are 
restricted to a rather limited section. The home owner must find a 
place in reasonable proximity to his employment. The business which 
directly serves a concentration of population must locate its proper- 
ties where this concentration exists. Some investment, however, is 
foot-loose and can consider as alternatives areas anywhere in the 
country. 

In the metropolitan region of Chicago there are more than 1,000 
combinations of local governments (more combinations than govern- 
ments, obviously) each of which could, theoretically, have different 
effective tax rates depending upon the influences each of the factors 
mentioned above has upon the governments in the combination. Actu- 
ally, the level of taxation is substantially similar in many of these 
areas. While it is generally assumed that the highest levels of property 
taxation are found in the core of the metropolitan area, the central 
city, such is not the case in the Chicago region. Somewhat higher 
effective rates are found in many residential suburbs. These higher 
rates are due primarily to the differences in numbers of children of 
school age and to the higher ratio of children in public schools in these 
suburbs than in Chicago itself and to the fact that the typical resi- 
dential suburb seldom has a significant commercial or industrial com- 
ponent in its tax base. Only a few very wealthy residential suburbs 
have appreciably lower rates than the core city. 

Tax rates in the industrial suburb are typically lower than those 
in the central city. In the best industrial districts where protective 
local units of government have been organized and large concentra- 
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tions of industrial property occur, tax rates are about 60 per cent 
of those obtained in the core city. For industrial locations outside 
incorporated areas the differential is even greater. 

The fact that local governments, in some states at any rate, can 
have their circumscriptions designed to maximize taxable capacity 
and minimize governmental responsibilities makes for a greater range 
in effective tax rates than is generally appreciated. 

The investor in real estate even though he be only a home owner, 
will usually have the opportunity of considering several alternative 
locations where differences in property tax burdens may be a sub- 
stantial consideration. If the investor seeks a home, he obviously will 
be concerned with the type of community and the character of the 
governmental services. If he is thinking of a factory which is likely 
to provide much of its own police and fire protection and even its 
water supply, he will be less concerned with the character of the serv- 
ices the governments provide. Many of the essential advantages of 
our present-day industrial life have been extended to the periphery 
of the core city by the highways, the power lines, and the communi- 
cation facilities. Thus the core city no longer has a monopoly on some 
of the indispensable attributes that required industrial concerns to 
locate within its boundaries. If and as industry tends to be further 
dispersed, the property tax, because of the nature of local govern- 
ment, will become less significant. 

Differences in property taxes associated with different types of 
property are also significant to the investor. The preferred status 
of home owners under federal income tax laws has been noted. This 
is the investor group that has also been beneficiary of the most favor- 
able assessment practices. In most of the larger communities of the 
country the assessment machinery is directed by an elected official. 
His elective status makes it impractical for him to be unresponsive 
to demands of home owners. Since the administration of the tax calls 
for the exercise of considerable judgment, it is not surprising that 
effective tax rates on owner-occupied residential property typically 
are well below the average for all property. 

About the only other class of property which seems to enjoy more 
advantageous assessment treatment is the industrial plant in a one- 
industry town or the industrial plant that by virtue of the nature of 
its operations can move from location to location if tax treatment 
is not favorable. In some states a formal policy of property tax favor- 
itism is officially practiced for new enterprises. In these cases as well 
as in many other jurisdictions where the practice is not as well adver- 
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tised, property taxes are obviously a matter of complete indifference 
to investors. 

At the other end of the range of assessment practice are the enter- 
prises that must be part and parcel of the city in order to exist—the 
public utilities, the commercial enterprises, the department and food 
stores, and service shops. Even for many of these enterprises proper- 
ty taxes are not a material consideration in investment decisions. A 
public-utility enterprise may find its output somewhat restricted by 
having to include higher local taxes in its operating costs and hence 
charges. The policy of utilities seems to differ in appraising this fac- 
tor. Some seem relatively complacent toward property-tax burdens, 
accepting the role of tax collector along with that of seller of utility 
services. Others are quite resistive to property taxes, probably be- 
cause regulatory authorities often act tardily in restoring an impair- 
ment in earning capacity. 

Where the investment in realty is simply a part of a larger invest- 
ment in the equipment, inventory, and good will of a going concern, 
the level of the property tax does not seem to be a deterrent. Property 
investment here is likely to be a by-product of an earlier decision to 
expand an entire operation or activity. 

Among the various classes of property available for investment the 
residential rental housing and rental office and loft space seem most 
sensitive to property tax burdens. Assessment authorities seldom ac- 
cord any advantageous treatment to these properties. Indeed, they 
are likely to have as high an assessment ratio as any type of property 
within a given jurisdiction. This fact more than the general level of 
property taxation seems to have caused some investors to avoid these 
types of investment. 

Rental housing alone comprises a very large segment of opportu- 
nity for urban investment. It may well be that the failure of private- 
rental housing to move ahead more rapidly is partially due to the level 
of property taxation but it seems at least as likely that controls and 
the possibilities of contriving somewhat more favorable tax treatment 
through a public-housing agency or a quasi-public-housing arrange- 
ment have limited the readiness with which capital has been invested 
in such facilities. 

In summary, among the factors affecting investment in urban areas, 
the level of property taxation seems at best of second-rate importance. 
A host of factors surrounding the federal individual and corporate 
income tax seem much more important. 

Looking at local government and the property tax as institutions 
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and reviewing such statistical evidence as is available suggests that 
in the future property taxes will most certainly decline relative to in- 
come, sales, and business taxes and are likely to decline relative to the 
value of property. It is quite possible that property tax bills may in- 
crease but hardly as rapidly as the value of property. 

The opportunities for investment in urban real estate depend to a 
significant degree upon the precise location of the real estate— 
whether it is located in a community having a wealthy tax base and 
limited demands upon it for government services, or whether it lies 
in a community that has heavy governmental obligations and a mod- 
est aggregation of property tax to support them. It also depends upon 
the type of property, since typical assessment practices make for 
material differences in effective tax rates as between owner-occupied 
residential property and tenant-occupied residential property. 

Finally, the future of the property tax is inextricably bound up 
with the future role of local government. These governments have 
been shrinking in relative importance. Their major responsibilities 
in terms of cost are being financed to an increasing extent by state and 
federal grants. Some of the larger governmental units have found that 
they too can use sales and income taxes as well as charge for selected 
types of local service. All these developments tend to reduce future 
reliance on the property tax. As of today and in the foreseeable future, 
it does not appear to be a significant deterrent to urban investment. 
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PROPERTY TAXATION IN RELATION TO 
INVESTMENT IN URBAN AREAS 


( Discussion ) 


RoBErT S. Forp 
University of Michigan 


A FEW POINTS of a footnote character are about all that I can add to 
Dr. Mitchell’s paper. 

The imposition of any tax will affect, to some extent, the pattern 
of consumption, saving, and investment and thus exercise some influ- 
ence on the allocation of resources. Certain taxes, of course, will have 
less effect than others and this appears to be the case with the proper- 
ty tax, except for investment in urban rental housing. 

While there are significant variations in effective rates on different 
types of property and property in different locations, the factor of 
deductibility of property tax in computing income tax tends to mini- 
mize somewhat the effect of differentials between effective tax rates 
in different localities. Thus, this factor would simply contribute to 
the neutral effect of property tax on investment. For manufacturing 
industry, the tax appears to have exercised little, if any, influence on 
the incentive to expand plant and equipment. 

Dr. Mitchell points out that investment in residential rental hous- 
ing and rental office loft space is probably the most sensitive to prop- 
erty tax burdens. It would seem that the chronic shortage of housing 
at reasonable prices is, to a significant extent, due to high effective 
taxes on real estate. The cost of housing now includes a good part 
of the cost of local government financed through the property tax. 
Recognizing that an indeterminate part of the tax on land has been 
capitalized, there is nevertheless some degree of differential tax bur- 
den on housing that probably has deterred investment in this field. 
A few governmental units have attempted to deal with this problem 
through temporary tax exemptions or exemptions for a limited period 
for industrial and housing purposes, but apparently these exemptions 
have not stimulated investment. The discouragement to private in- 
vestment would seem to be a factor contributing somewhat to the 
development of public housing projects. 

People are more aware of a capital value tax in depression than 
in prosperous years. As Dr. Mitchell observes, the property tax “‘is in 
nothing like the exposed position” of the 1930’s; but a decline in the 
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level of prices with assessed valuations and effective property taxes 
typically lagging behind would enhance the deterrent effects of prop- 
erty tax on investment. To the extent that the level of construction 
activity influences the level of national income and employment, the 
adverse effect of an increasing property tax burden in depression times 
would be great. 

The changes due to deflation are sudden and abrupt. However, 
there are other significant changes in the amount of the tax which 
take place more gradually over a period of time due to greater or 
lesser reliance on the tax. Mitchell states that “such changes may be 
so slow that the owner fails to recognize the deterioration or enhance- 
ment of his investment.” In the latter case it may be a windfall, and 
in the other an unanticipated increase in costs. Nevertheless this fluc- 
tuation in the tax wurden is a factor which an investor will have to 
take into consideration. He knows there will be a property tax, but 
its amount will be largely independent of the amount of use and the 
profitability of the investment. Thus, because the amount of tax is 
subject to change, there is an element of risk and it could act as an 
element retarding investment. 

The factors which may contribute to a future decline in the proper- 
ty tax were outlined effectively by Dr. Mitchell. To the extent that 
these materialize the effects of the tax will become even less apparent 
in relation to investment in urban areas. 
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INDUCTIVE TESTS OF INVESTMENT THEORIES 


POSSIBILITY OF AN EXPERIMENTAL APPROACH TO 
INVESTMENT STUDIES* 


O. K. BurRRELL 
University of Oregon 


IT Is IMPOSSIBLE to define an investment study with any precision. 
In investment we are interested in what the world will be like tomor- 
row, and consequently almost any kind of general economic inquiry 
or analysis may be significant from the point of view of investment. 
In spite of the difficulties of definition, there is such a thing as an in- 
vestment study. It is perhaps useful for our purposes to divide such 
studies into the following categories: 

1. Value studies. These are studies based on cross-cut analysis of 
value elements in industry groups and particular securities. They are 
necessarily based on explicit or implicit assumption regarding the 
future. 

2. Tests of the results of alternative investment or speculative 
policies. The studies of Edgar Lawrence Smith, Van Strum, Rose, 
Rodkey, and others were based upon this method. More recent studies 
of formula planning have also followed this method. Essentially this 
method measures the results of a given policy over what is believed 
to be a representative segment of time. 

3. Studies of market structure. These studies involve essentially 
the behavior of markets and the relationships and patterns of prices. 
They include a wide variety of topics having to do with market re- 
sponse to both internal and external factors. 

This paper is concerned primarily with studies classified here as 
studies in market structure. Our thesis is that the behavior of mar- 
kets is but a reflection of relatively constant human behavior patterns 
and that experimental studies designed to reveal how men behave in 
the market may be of value in understanding how security markets 
work. 

* This article by O. K. Burrell and the following two articles, one by C. Sidney Cottle 
and W. Tate Whitman, and the other by Henry S. Schneider, were presented at a meet- 
ing of the American Finance Association in Chicago on December 29, 1950. The general 


subject discussed was “Inductive Tests of Investment Theories.” The program was 
under the chairmanship of Benjamin Graham, Graham-Newman Corporation. 
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It is difficult to adapt the experimental method to investigations in 
finance because it is difficult to approximate the circumstances under 
which economic decisions are made. But the extensive use of the ex- 
perimental method in psychology suggests that it may be possible to 
devise valid experiments that will add to our understanding of how 
markets work. This does not mean that we should abandon the more 
conventional types of investment or economic studies. It is only sug- 
gested that experimental studies may add to our knowledge of mar- 
kets and perhaps even be useful to investors in avoiding errors. If, for 
example, we discover a definite behavior pattern we may be able to 
infer a resultant security price pattern. We may then logically go to 
price-volume data to see if such a pattern exists. If it does not appear 
to exist, then either the analysis of investor behavior was unsound or 
other forces have outweighed and overshadowed the effect of the par- 
ticular behavior pattern. 

If we are to undertake experimental studies we must clearly under- 
stand that the experimental method is not likely to yield quick and 
spectacular results. We must not be too quick to accept conclusions 
based on a single experiment. Experiments must not be conceived as a 
means of pointing the way to quick profits in the stock market. The 
experimental method has limited application at best and should be 
thought of as a means of increasing our understanding of how markets 
work and without too much immediate concern over how the results 
should influence investment behavior. 

It is perhaps in order here for purpose of illustration to review and 
report on two experiments, one published and one unpublished. 

The first of these was published under the title, An Experiment in 
Speculative Behavior.’ It attempted to measure investor-speculator 
response to price level and to price change and to dividends. The ex- 
perimental group was a class of about forty students in investments. 
From this group thirty-three usable sets of data were obtained. Six 
class sessions were required to complete the experiment. The assigned 
objective was to obtain the greatest possible growth in funds includ- 
ing both capital gains and dividends. A method of record keeping was 
devised which was audited after each class session. Each student 
started out with a theoretical cash fund of $20,000 which was re- 
quired to be invested in a group of six stocks. These stocks were desig- 
nated simply as A, B, C, D, E, and F. The dividend rate and the regu- 
lar dividend dates of each stock were indicated and the stocks were 
assigned quality ratings. 


1. Bureau of Business Research, University of Oregon, 1950. 
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The opening prices of the six stocks were placed on the blackboard 
and students given an opportunity to arrange the initial investment. 
Students then carried stock and cash balances to the second trans- 
action sheet and immediately turned in transaction sheets covering 
the initial transactions. As soon as these were collected, prices for the 
second month were placed on the blackboard and the process repeated 
over a theoretical period of thirty-six months. 

The pattern of price changes as well as price levels were arranged 
in such a way as to permit test of predetermined hypotheses of be- 
havior. In general the stocks were arranged in pairs. Two stocks were 
alike in quality ratings, dividend yields, price earnings ratios, and 
direction of movement. The only difference was that one was a high- 
priced stock and one was a low-priced stock. Incidentally the high- 
priced stock was split in the twenty-ninth month, permitting measure- 
ment of response to reduction in unit price. One stock was made to go 
erratically downward and one upward. Two of the stocks were simi- 
lar in all essential particulars except that one had a much higher divi- 
dend rate than the other. 

In order to permit test of results of speculation in a fluctuating 
but trendless market the pattern of prices was so arranged that the 
weighted average was the same at the beginning, at midpoint, and 
at the close. 

The results of the test were not particularly surprising. For the 
most part the behavior traits revealed were those known to any good 
customers’ broker. There was indicated a strong tendency to buy 
dividends. Where other factors remained constant, a preference was 
shown for higher dividend yields; a very distinct tendency to sell on a 
small increase from cost but to hang on like grim death and even to 
add to holdings as the price moved below cost. Negatively the experi- 
ment indicated no inherent tendency toward speculative losses in a 
fluctuating but trendless market. Neither was there any evidence of 
preference for low-priced or high-priced stocks as such. 

The results of the experiment generally tend to confirm other stud- 
ies of market behavior which have been based on analysis of the 
market itself. The tendency to buy dividends serves to explain why 
stocks drop the full amount of the dividend on the ex dividend date 
even though income tax considerations would seem to indicate a typi- 
cal decline of something less than the dividend. The distinct tendency 
to identify value with cost, implicit in taking short profits and long 
losses, affords a behavioristic explanation of the well-known theory 
of resistance points or resistance areas. Perhaps the best statement 
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of this idea is to be found in John Burr Williams, Theory of Invest- 
ment Value.* In the formulation or statement of this theory Mr. 
Williams clearly implied that men behave in the way that this experi- 
ment seems to demonstrate that they do behave. 

The experimental group displayed no preference for high-priced 
stocks or low-priced stocks as such. This would seem to be related to 
the question as to whether or not stock splits result in a higher aggre- 
gate valuation. Here the evidence is conflicting. I have found that 
based on the major stock splits of 1947* there is no basis for the 
belief that reduction of unit value serves relatively to increase stock 
prices. On the other hand, Myers and Bakay* report evidence, based 
on the stock splits of 1945-46, that split-ups exert an upward pull 
on the price of the stock affected. 

This small bit of experimental evidence indicating no preference 
for high-priced or low-priced stocks as such also bears on the question 
of relative volatility of high-priced and low-priced stocks. It has been 
shown*® that in general low-priced stocks are more volatile than high- 
priced stocks. I have shown,® however, that when a group of high- 
priced and low-priced stocks are paired for quality there is no marked 
difference in volatility. The experimental evidence here tends to sup- 
port the validity of this latter conclusion. 

The experimental group was a relatively unsophisticated one and 
this raises the question as to whether the same results would have 
been obtained with a more experienced group. In this connection it 
can be reported that Mr. James W. Wooster, Jr., of the Common- 
wealth Fund, conducted the same experiment this summer with a 
group of students in investment at the Rutgers Graduate School of 
Banking. While the analysis is not yet complete and has not been 
published, Mr. Wooster advises me that the results generally parallel 
those described here. Moreover, Mr. Wooster reports that those mem- 
bers of his group whose work is largely in securities management 
appear to have done no better than those not so engaged. 


2. John Burr Williams, The Theory of Investment Value (Cambridge, Mass., 1938), 
pp. 29 ff. 

3. O. K. Burrell, “Price Effects of Stock Dividends and Split-ups,” Commercial and 
Financial Chronicle (December 2, 1948). 


4. John M. Myers and Archie Bakay, “Influence of Stock Split-ups on Market Price,” 
Harvard Business Review (March, 1948). 

5. See especially Zenon Szatrowski, “The Relationship between Price Change and 
Price Level for Common Stocks,” Journal of American Statistical Association (De- 
cember, 1946). 


6. O. K. Burrell, “Price Fluctuations of High Priced and Low Priced Stocks,” Com- 
mercial and Financial Chronicle (April 21, 1949). 
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AN EXPERIMENTAL STUDY IN PrIcE MECHANICS 


As a further illustration of the experimental approach in invest- 
ment studies it is possible to report briefly the results of another 
experiment in what might be called for lack of a better term, the 
“Mechanics of Price Change.” 

When the price of a security moves from one price level to another, 
we May presume it is in response to some change in the basic factors 
of valuation. These factors may be concerned either with the general 
economic situation or with the fortunes of the particular industry or 
company. 

But when a security price or security prices in general move from 
one level to another, it is never, or almost never, a simple straight-line 
transition. It is rather a seesaw movement with a series of minor inter- 
ruptions to the central trend. 

It is interesting to speculate as to why this is so. We may postulate 
two possible reasons for this zigzag movement. In the first place when 
a security price moves from one level to another in response to some 
basic valuation change, men are not in instant agreement in their 
appraisal of the changed circumstances. Moreover, appraisals may 
change from day to day based on the same facts or based on minor 
additions to the fund of information. In short, the zigzag pattern may 
merely reflect the shifting appraisals of men who are in the process 
of making up their mind as to the significance of the new facts. In 
the second place, the typical zigzag formation may be inherent in the 
market process itself. It may result from inequality of bargaining 
power and purely speculative judgments entirely unrelated to valu- 
ation. If this is true we would get a zigzag formation even in an arti- 
ficial or simulated market situation where there could be no possi- 
bility of valuation. 

One of the cherished ideas of students of market structure is that 
the volume-price change relationship offers a clue to the direction of 
market movement. According to this credo when, over a period of 
time, a stock declines on large volume but rises on small volume the 
direction of movement is likely to be downward. When over a period 
of time price increases are accompanied by large volume and price 
declines by small volume, an upward movement is indicated. It must 
be emphasized that we are not here underwriting this idea. We are 
only reporting it. 

Probably any market observer would testify that quite frequently 
this theory seems to work but that sometimes it does not work. No 
opinion is here expressed as to whether or not it works oftener than 
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it fails. It is interesting to attempt to construct a rational hypothesis 
for this tendency if such tendency exists. It might be urged that it is 
all based on the greater wisdom of large operators as compared with 
small operators. But anyone who has even casually observed the SEC 
reports of insider transactions in relation to subsequent market move- 
ments can hardly accept this hypothesis. 

For the purpose of this study the following hypothesis is proposed. 
The volume-price change indicator mentioned above is a factor which 
is inherent in the nature of markets. From the very nature of markets 
men seek to sell at the highest possible price and to buy at the lowest 
possible price. At any given moment and for a given price the supply- 
demand situation may be either weak or strong. If a security sells at 
20 and if there are 100,000 shares for sale between 20 and 22 but 
there is a demand for only 10,000 shares in the range from 20 down 
to 18 it is evident that the price is more iikely to move under 20 than 
above 20. If buyers’ and sellers’ price targets were immutable, trading 
would simply cease. But price targets are not immutable and as the 
price fails to advance, an erosion of sellers’ expectations occurs. As 
the price fails to decline to buyers’ targets, an upward adjustment of 
these bids occurs. Not all buyers and sellers participate in this adjust- 
ment process but, except in inactive securities, enough do to produce 
what may be called an equilibrium price which reflects the demand- 
supply relationship. In the case mentioned this equilibrium price 
would be closer to 18 than to 20. We are here postulating that at 
any given moment there is an equilibrium price which reflects the 
current demand-supply relationship. But this equilibrium price is not 
necessarily the market price. Differences in bargaining skill as well 
as luck may result in a market price temporarily above or below this 
equilibrium. A market order to buy, for example, may serve to push 
the price at least temporarily above the equilibrium. When the price 
is above the equilibrium level the volume will be heaviest on declines 
and lightest on increases. When the price is below the equilibrium 
level the heavy volume will generally accompany increases and light 
volume decreases. 

We can measure the validity of this hypothesis under experimental 
conditions where the conditions leading to a given equilibrium price 
can be controlled. It is more difficult to validate by observation of real 
markets because of the changing world. Equilibrium prices do not 
remain constant simply because the world changes. The volume indi- 
cator, for example, may show that a security price is above equilib- 
rium but a rise rather than a decline may occur if a brilliant earnings 
report intervenes to generally raise the level of expectations. 


sis 
is 
ith 


/e- 


tal 
ice 
eal 
not 
di- 
‘ib- 
ngs 


Experimental Approach to Investment Studies 217 


Another question for which we seek an answer has to do with the 
momentum of price change. When a price moves from one equilibrium 
level to another, does the movement, of itself, have a self-generating 
quality and therefore tend to move too far? For example, if a security 
sells around its equilibrium level of 40 and new circumstances pro- 
duce a new equilibrium level of 30, is there anything inherent in the 
bargaining process that would result in a movement from 40 to 25 
with a subsequent recovery to 30? 

In order to provide at least partial answers to some of these ques- 
tions an experiment was devised which involved setting up a trading 
situation with known demand-supply schedules but providing for a 
shift in supply schedules halfway through the experiment. The experi- 
ment proceeded as follows: 

1. An investments class of about forty persons made up the ex- 
perimental group. Each person was given an instruction card which 
covered buying and/or selling directions. The group was instructed 
to buy or sell at the most advantageous price not inconsistent with 
individual instruction cards. They were also instructed, of course, not 
to show instruction cards to others. 

2. Participants were instructed to space their trading over the en- 
tire hour. 

3. The experiment began at 8:00 A.M. and required one hour for 
completion. Approximately one-third of the instruction cards included 
a direction not to enter the market until 8:30 a.m. Selling instructions 
on such cards called for definitely lower prices. 

4. The demand-supply schedules were established in such a way 
as to yield a theoretical equilibrium price of 40 from 8:00 A.M. to 
8:30 A.M. and an equilibrium price of 33 thereafter. 

5. Very simple trading rules were established and prices and vol- 
ume were recorded on a blackboard as trading progressed. 


CONCLUSION 


We are not here especially interested in how closely the actual 
prices approximate theoretical equilibrium levels. We are interested, 
however, in the movement of prices in relation to theoretical equilib- 
rium levels. In this connection perhaps the most significant obser- 
vation is the apparent influence of established price. The initial price 
was 34, six points below the equilibrium price of 40. The price moved 
up gradually during the first half-hour and attained equilibrium exact- 
ly at the end of the half-hour period.’ If trading had been permitted 


7. The effect or bias of the initial price is also suggested in an experiment reported by 
Edward H. Chamberlin (“An Experimental Imperfect Market”) in the Journal of 
Political Economy for April, 1948. 
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to continue without a change in the supply curve it is possible that the 
price would have moved above equilibrium in the second half. 

When the supply curve shifted at the end of the half-hour, the equi- 
librium price changed from 40 to 33. In the second half-hour the price 
declined gradually, reaching the equilibrium price about halfway 
through this period and declining further to a price of 28 at the end 
of the hour. The influence of established price seems evident in the 
movement toward the new level. Approximately half the trading was 
in the range 37-40. While the fundamental forces of additional sup- 
ply ultimately brought prices to and below equilibrium, nevertheless 
the memory of previous prices seemed to exert something of a gravi- 
tational pull on subsequent prices. 

There is certainly no evidence of a momentum effect. The down- 
ward movement was persistent and entirely lacking anything resem- 
bling a secondary recovery. Upticks never continued beyond a single 
transaction but there was no plunge downward on panic selling. 

In real markets we do have secondary recoveries. Within the limits 
of the sample and the experimental design we may postulate that such 
movements are not inherent in the nature of markets. In the real 
world supply and demand schedules are not constant. If secondary 
recoveries are not inherent in the marketing process they can only 
be explained on the basis of shifting demand-supply schedules, i.e., 
part of the valuation process. This is to say that the secondary re- 
covery represents a picture of men in the process of making up their 
minds about valuation. 

Within the limits of the sample and the experimental design our 
hypothesis concerning the volume-price change indicators would ap- 
pear to be validated. The data were prepared on a cumulative basis 
with plus and minus increments consisting of the product of the price 
change and volume of trading. This index was rather modestly above 
the zero line during the first half-period while the price curve was 
slightly below equilibrium. When the supply curve shifted and the 
price decline started the volume indicator dropped sharply. More- 
over, this drop in the volume indicator occurred while the price was 
materially above the new equilibrium. As the new equilibrium was 
approached, the volume indicator leveled out. 

It is, of course, outrageous to assert that this brief experiment 
proves anything. So far as the data can be depended upon, however, 
it does appear that the volume indicator is more or less inherent in 
the nature of markets. When prices are moving to new equilibrium 
levels the volume indicator seems to be of some assistance in pointing 
the trend. It must be emphasized, however, that nothing in this ex- 


the 


its 


ent 
er, 

in 
um 
ing 
eX- 


Experimental Approach to Investment Studies 219 


periment proves that the volume indicator is an instrument for pre- 
dicting changes in the fundamental valuation factors. It is possible 
that the transactions of persons best informed on industry and com- 
pany prospects may result in a volume indicator which would be use- 
ful in anticipating changes in the basic valuation factors themselves. 
This brief experiment, however, throws no light on this possibility. 

It would not be difficult, however, to devise an experiment to test 
the usefulness of the volume indicator in predicting a change in equi- 
librium levels. In our experiment all participants had an equal knowl- 
edge of the market. It would be quite simple to provide a few par- 
ticipants with advance knowledge of a change in equilibrium levels. 
Under these circumstances it is possible that the volume indicator 
might point the direction of the impending change in price, even be- 
fore the change in the supply-demand relationship became effective. 
Whether such an experimental situation would approximate the con- 
ditions of real markets is, of course, quite another matter. 

If time permitted it would be interesting to discuss the pattern and 
design of other possible experimental studies. But this would be a 
topic in itself. After all, the planning and execution of experimental 
studies in economic behavior as in the natural sciences is advanced 
by a variety of points of view and repeated experimentation. 

In conclusion, then, our thesis is that the experimental method may 
be of some value in advancing our understanding of the valuation 
process. Value is not a result of formula or mathematics. Men make 
markets and therefore to better understand how men behave in the 
market is to better understand the nature of the valuation process. 

We must not be deluded into thinking that experimental studies in 
economic or market behavior will lead to profit-making formulas. We 
must view such studies rather as a means of increasing our knowledge 
of the tangible and intangible forces that make investment values and 
thereby improve the probability of making wise judgments on the 
basis of this broader understanding. 








TESTING FORMULA PLANS 


C. SIpNEY COTTLE 
AND 


W. TATE WHITMAN 
Emory University 


RECOGNITION OF THE FACT that marked fluctuations occur periodi- 
cally in stock prices and dividends is fundamental to any investment 
program. In an effort to provide for these cyclical risks, “stock-market 
timing” has been widely adopted. Specifically, most investors seek to 
time entry into the market so that stock holdings will be increased 
in periods of undervaluation and decreased in periods of overvalu- 
ation. In other words, they endeavor to “buy bear markets and sell 
bull markets.” 

There is general agreement as to the difficulties of timing satisfac- 
torily the purchase and sale of common stocks but much controversy 
exists as to the method for overcoming them. Many systems have 
been created and have been employed with varying degrees of suc- 
cess. One of the most significant recent developments has been timing 
by formula plan. 

Within the past ten years investment managers of a constantly 
growing number of insurance companies, banks, investment trusts, 
and educational institutions—as well as individual investors—have 
adopted the formula plan method of stock-market timing. This marked 
growth has created widespread interest in the formula technique 
among all types of investors and students of finance. 


NATURE OF FORMULA PLANS 


The objective of all formula plans is to sell stocks on a price rise 
and to buy with a decline. In this manner they seek to protect the 
fund against some of the losses of a decline and preserve some of 
the gains of a rise. 

Although important differences exist in certain features of formula 
plans, all plans are characterized by: (1) the elimination—once the 
plan has been established—of forecasts as to the course of the market, 
i.e., the direction and extent of any given movement; (2) the division 
of the investment fund into aggressive and defensive portions; and 
(3) the employment of rules whereby securities are systematically 
purchased and sold. 
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There are two broad types of formula plans: constant-ratio and 
variable-ratio. A constant-ratio plan seeks to maintain a predeter- 
mined stock-bond relationship irrespective of changes in the level of 
stock prices, whereas a variable-ratio plan strives to vary the aggres- 
sive portion of the portfolio in accordance with such changes. An illus- 
tration will clarify these differences. 

A constant-ratio plan with, say, a 50/50 stock-bond relationship 
could operate in the following manner. When the value of the equity 
portion is reduced to, say, 45 per cent of the total as a result of a 
market decline, bonds are sold and stocks purchased until the two 
portions are equalized. Conversely, when a price rise increases the 
value of the aggressive portion to, say, 55 per cent of the total, stocks 
are sold and bonds purchased until the 50/50 ratio is again restored. 
Thus, as the market rises and falls, stock-bond transfers will keep the 
fund at 50/50. 

In contrast, if a variable-ratio plan is employed, as the market de- 
clines, bonds are sold and stocks bought to increase the stock-bond 
ratio. As the market rises, stocks are sold and bonds bought to de- 
crease the stock-bond ratio. Accordingly a smaller percentage of the 
fund is held in equity-type securities when the market is at 300 than 
at 200 or 100. 


ANALYZING AND TESTING FORMULA PLANS 


Relying on this brief review to provide sufficient background, let us 
turn to the problems of analyzing and testing formula plans. We shall 
discuss, first, the principal factors of analysis; second, historical tests 
and their role in the examination of formula plans; and third, the 
results of testing constant-ratio plans. 


Factors OF ANALYSIS 


On the surface, it might seem that yield and capital appreciation 
are the only important considerations in appraising a formula plan. 
Although yield and appreciation are the foremost factors, certain 
others require very careful consideration prior to the adoption of any 
formula plan. Of primary significance are: the nature of the buying 
and selling action under the plan, including the duration of periods 
of inactivity and the composition of the fund during such periods; the 
comparative risks encountered; the understandability of the plan; 
and the administrative aspects. The importance of these factors may 
be readily illustrated. 











The Journal of Finance 


BUYING AND SELLING ACTION 


Consider first the buying and selling action under a plan. Any plan 
which historically has pronounced intervals of immobility may be of 
doubtful feasibility solely on psychological grounds. For instance, 
one plan examined has been inactive since 1945. This inactivity may 
be fully justified, but would management—unable to establish with 
finality the reliability of the formula followed and subject to the pres- 
sures which develop as the market rises and falls—eventually have its 
confidence shattered by a continuation of this inactivity? On the other 
hand, would a plan which resulted in excessive activity be practical 
from an administrative standpoint? Furthermore, would a plan which 
has the possibility of whipsawing a fund be viewed with confidence? 
These and other aspects of activity must be carefully weighed. 


RISKS 


Risk is a vague term which does not lend itself to standardization 
or accurate measurement. Moreover, it is difficult to segregate exactly 
the various types of risks. Nevertheless it is possible to classify rough- 
ly the primary risks involved in the use of formula plans and thus 
provide the basis for whatever appraisal may be possible. Through 
such classification the nature and variety of the hazards requiring 
consideration will be brought to the attention of the investor. 

The principal types of risks involved are capital risk and income 
risk. Owing to the greater amplitude of stock-price and dividend 
cycles over the last twenty-five years, the foregoing hazards have 
increased. In seeking to reduce this danger formula plans have cre- 
ated, in turn, certain other risks. There is always the possibility that 
in the future some basic feature in a plan will prove unsatisfactory. 
There also exists the risk that, regardless of its correctness, a plan 
will not be consistently followed. In addition, a plan may involve 
rigidities which eventually will prove undesirable. 

The characteristics of plans differ; consequently the degree of risk 
attaching to various plans is not constant. It is essential that the risk 
of a plan be determined and appraised in terms of investment require- 
ments. 

UNDERSTANDABILITY 


An important consideration in the adoption of a formula plan is the 
ease with which it may be explained and understood. This is doubly 
important to institutions handling the trust estates of individuals. In 
such instances the basic features and operational procedures have to 
be understood not only by the staff members of the institution but 
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also by those whose funds they administer. The same is true of in- 
vestment trusts seeking to sell their shares to the public. Finally, it is 
essential that the plan be clearly understood by finance committees 
which, particularly in the case of educational institutions, are usually 
composed in part of successful business and professional men drawn 
from fields other than finance. 


ADMINISTRATIVE ASPECTS 


Prior to the adoption of a plan the administrative costs should be 
estimated and weighed against any anticipated increased return and 
against the costs of alternative methods. 


HISTORICAL TESTS 


With these primary factors of analysis in mind, let us consider next 
historical tests and their role in the examination of formula plans. 
As the success of any formula plan is dependent largely on the nature 
of unforeseeable market action, it is not possible to determine its 
effectualness with certainty. Nevertheless testing in detail the oper- 
ation of a plan over selected periods of the past is essential to adequate 
appraisal. Experience reveals that only through historical tests can 
the essential nature of a plan be fully understood and the manner 
in which it will operate under given market conditions be determined. 
Furthermore, the operating results derived from such tests provide 
the basis for evaluating the performance of selected plans in terms of 
one another and in terms of various types of stock-market fluctu- 
ations. 

Historical tests cannot reveal the future but they provide answers 
to such questions as: What would happen under the plan if another 
1929-32 type market is encountered? A 1937-39 type? Or a 1946-49 
type market? What type of market would cause prolonged inactivity? 
Could a fund be whipsawed under the plan? Would the plan have 
operated in an unsatisfactory manner over any past periods? What 
yield and appreciation would the plan have provided over selected 
past periods? 


PROCEDURE FOR HISTORICAL TESTING 


If a detailed examination of a formula plan is to be made, a hypo- 
thetical fund must be established and operated. Its composition, fluc- 
tuations, yield and other characteristics should reflect those of a rep- 
resentative well-managed fund. For this purpose, one has the alterna- 
tive of either selecting a specific portfolio or using stock and bond 
indexes to represent the two portions of the portfolio. 
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The specific portfolio method has the advantages of apparent real- 
ism and simplicity and avoids certain problems which arise from the 
use of indexes. However, based on our own experience and that of 
others, following this method would involve numerous difficulties. 
Serious problems of selectivity would arise both at the beginning and 
at numerous points throughout the testing period. Hindsight would 
inevitably creep in. Finally, such an undertaking would be extremely 
time consuming and the results would not justify the substantial sta- 
tistical cost involved. 

Although such vexing difficulties as selectivity and hindsight may 
be eliminated through the use of stock and bond indexes, this pro- 
cedure, in turn, presents other problems. Those arising from the em- 
ployment of a stock index are relatively minor, as it is reasonable to 
assume that a stock index can be bought and sold. A bond index 
cannot be employed as readily. In the operation of the bond portion 
of a portfolio, one is confronted with such problems as maturities and 
refundings. Bond indexes make no allowance for these factors, ac- 
cordingly provision must be made for them. Furthermore, procedures 
must be developed for determining the market value of bonds sold 
and the income on bonds held. Notwithstanding these difficulties, so- 
lutions may be found which render the use of indexes suitable in 
testing formula plans. It is to be stressed, however, that careful con- 
sideration must be given to the specific stock and bond indexes to be 
employed. 


StTocK AND Bonp INDEXES EMPLOYED 


The stock portfolio of the typical institutional investor includes 
industrial, public utility, and railroad common stocks. In order to re- 
flect the price movement and earnings of a common stock portfolio 
so diversified, a stock average or index composed of the three types 
of equities is preferable. For this purpose, we consider Standard & 
Poor’s go-Stock Index to be a satisfactory general measure of port- 
folio performance.’ 

Although we use Standard & Poor’s 90-Stock Index to represent 


1. Standard & Poor’s go-Stock Index is a composite index of fifty industrial, twenty 
public utility, and twenty railroad common stocks. After a study of numerous measures 
of stock prices, the Cowles Commission concluded that Standard & Poor’s indexes are 
statistically the best constructed from United States data. See Alfred Cowles, 3rd, and 
Associates, Common-Stock Indexes (Bloomington, Indiana: Principia Press, Inc., 1939), 
p. 35. Furthermore, Standard & Poor's go-Stock Index has been employed in a com- 
parable way by other research groups. For example, see Arthur Wiesenberger, Invest- 
ment Companies (1950 Edition) (New York: Arthur Wiesenberger & Co., 1950), pp. 
74-76 ff. and A Report by the Trust Investment Study Committee (New York: New 
York State Bankers Association, 1949), pp. 81 ff. 


les 


lio 
eS 


rt- 


nt 


nty 
res 
are 
and 
9); 


est- 


pp. 
‘ew 


Testing Formula Plans 225 


the stock portion of the fund, the timing of stock purchases and sales 
is guided by the Dow-Jones Industrial Average (DJIA). This may 
appear to be a contradictory procedure. If the go-Stock Index best 
represents the changing market value of the fund and the yield, is it 
not preferable to use the same index for timing purposes? 

The DJIA is employed as the timing guide for the following rea- 
sons. (1) Nearly all of the plans presently in use are based on the 
DJIA. Thus the analysis should be in terms of the plans as presently 
constituted and employed. (2) A comparison of the DJIA and the 
go-Stock Index over the period 1926-49 reveals that the turning 
points of both series are for all practical purposes identical. Also 
analysis shows that the average annual deviation of the DJIA (ad- 
justed to base 1926 = 100) from the go-Stock Index was less than 
minus 8 per cent. (3) Research by ourselves and others on formula 
plans using moving averages, trend lines, or the “intrinsic value” 
approach have been in terms of the DJIA. 

Standard & Poor’s Composite Index of A1-++- bonds is used to repre- 
sent the bond portion of the fund. This index typifies a conservatively 
managed bond portfolio and yield-wise is comparable to New York 
legal bonds (excluding 7-a rails). 


VALUATION OF BonD PoRTFOLIO 


Since the valuation of the bond portfolio presents several knotty 
problems, we should also like to explain briefly the techniques em- 
ployed in this respect. First, it is assumed that all bonds are purchased 
at par at the prevailing yield rate. For example, if the average yield 
on A1+ bonds in January 1926 was 4.80 per cent, the assumption 
is that any bonds bought in that month bear a coupon rate of 4.80 
per cent and sell at roo. In this manner the complications resulting 
from buying at discounts or premiums are avoided. Second, it is as- 
sumed that bonds are redeemed at par. Third, it is assumed that the 
composition of the bond portfolio is always spread evenly between 
maturities from one to twenty-five years. Thus in the absence of 
marked refunding, 4 per cent of the portfolio matures annually. In 
those years in which heavy refunding occurs the 4 per cent rate is in- 
creased. In this connection a refunding schedule developed by the 
Trust Investment Study Committee of the New York State Bankers 
Association is employed.” Fourth, it is assumed that the refundings 
do not change the composition of the fund maturity-wise. This point 
may be attacked the most readily, because clearly heavy refundings 


2. Op. cit., p. 99. 
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would tend to “stack up” bonds in the longer maturities. But any 
attempt to compute probable maturities and to make compensating 
adjustments in the fund presents overwhelming difficulties. 

On the basis of the preceding assumptions, the market value of the 
bond portion at any given time is arrived at by (1) determining the 
weighted coupon rate on bonds held, (2) assuming that twelve and 
one-half years is the average maturity of bonds held, (3) determining 
the current yield on A1-+ composite bonds, (4) determining at the 
current yield the market value of a twelve and one-half-year bond 
paying the weighted coupon rate, and (5) applying this market value 
to the bonds held. To illustrate, if at the end of 1949 the weighted 
coupon rate on bonds in the fund was 3 per cent and the current yield 
on the A1+ composite was 2.55 per cent, then the market value of 
the bonds is taken to be the value of twelve and one-half-year 3 per 
cent bonds yielding 2.55 per cent. 

It is to be pointed out that this procedure assumes no downgrading. 
Any change in the market value of the bond portion is confined solely 
to a change in the interest rate. Thus losses can occur only from the 
sale of bonds in periods of rising money rates and not from any of 
the other hazards which confront the bondholder. Because it is well 
known that downgrading and defaults were widespread throughout 
the early thirties, the proposed technique favors bonds. Thus com- 
parison with stock experience is biased in favor of bonds. On the other 
hand, it is to be pointed out that no allowance is made for refundings 
at a premium. In our opinion the remaining bias is not sufficient to be 
detrimental to a study seeking to test the operation of a common-stock 
timing device. 

TEstT OF CONSTANT-RATIO PLANS 


The preceding technique has been employed in analyzing and ap- 
praising several kinds of plans. To demonstrate the significant infor- 
mation which can be developed through such historical tests, let us 
here consider briefly the testing of constant-ratio plans. Although 
several constant-ratio plans were examined, consideration is given 
to a plan employing a 50/50 stock-bond ratio. This plan is better 
known and more readily lends itself to explanation. 

As previously stated, the objective of a 50/50 constant-ratio plan 
is to equalize the stock-bond proportions whenever a stock-price rise 
or decline is sufficient to cause the fund to be substantially out of 
balance. Prior to the establishment of such a plan, the extent to which 
the fund should be out of balance before stock-bond transfers are 
made must be decided. In line with the tests of others, we equalize 
the two portions of the portfolio when a 20 per cent decline or a 25 
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per cent rise occurred in the DJIA. This resulted in the fund being 
adjusted when the proportions had reached 45/55 or 55/45. 

As the date of establishment is of primary importance, the follow- 
ing significant starting dates were selected: January, 1926, in order to 
begin at a moderate level prior to the 1929-32 episode; January, 1930, 
to determine the results when a fund is originated at a high point in a 
rapidly declining market; June, 1935, to start at a reasonal’y recent 
market level close to the trend lines employed in the Vassar and Ober- 
lin Plans; and March, 1937, to initiate a fund near a recent peak 
from which there was a marked decline. 

The four funds were started with an investment of $10,000 each. 
Two facts stand out. First, as of the end of October 1950, all of the 
funds showed some appreciation. The values at the ending date were 
for the four tests, respectively: $15,482; $11,556; $15,342; and 
$11,007. Second, those funds which were started at high points in the 
market were “under water” for considerable periods. In the explana- 
tion of these two facts lies the key to an understanding of constant- 
ratio type plans. 

Consider first the capital appreciation which occurred. Although 
the level of stock prices at the close of October, 1950, was somewhat 
higher than at the starting point of three of the funds, the apprecia- 
tion shown does not result solely from this fact. This may be readily 
demonstrated by a comparison with 50/50 buy-and-hold plans initi- 
ated on the same dates. For example, the appreciation under the 
equalizing plan established in 1926 was nearly $5,500 whereas that of 
its counterpart in a buy-and-hold plan was less than $3,000. The dif- 
ference is due to the fact that under a constant-ratio plan transfers 
from stocks to bonds in a price rise preserve some of the gains and 
transfers from bonds to stocks in a decline reinvest these gains at 
lower levels. 

This simple technique assures, in so far as timing is concerned, a 
modest appreciation whenever the market completes a “round trip.” 
In other words, some gain must result whenever stock prices rise 
above or drop below a starting level and then return to that level. To 
illustrate, if the market falls from roo to 80 and returns to 100, a 
$10,000 50/50 fund would show a $125 capital gain. In these small 
but repeated gains lies the strength of a constant-ratio plan. 

The second fact is the number of years that the plans started in 
1930 and 1937 had a market value below the original investment. We 
wish to stress the point that, contrary to general belief, some forecast- 
ing is involved in establishing a constant-ratio plan. Specifically, 
there is an underlying prediction that in the course of their fluctua- 
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tions common-stock prices will not for an extended number of years 
remain below the level at the time the plan is inaugurated. Because of 
the limited capital appreciation under a constant-ratio plan, a small 
error in this one prediction may involve a loss which will require a 
considerable number of years to recover. The plan established in 
January, 1930, had a market value below $10,000 over most of the 
fifteen-year period up to 1945. 

Let us summarize, in terms of the previously set forth factors of 
analysis, the other results of our tests. We found the buying and sell- 
ing action under the plan reasonably satisfactory. The frequency with 
which stocks are purchased and sold under a constant-ratio plan is 
primarily a function of the interval selected between action points. 
As the interval employed rests with the investor, the amount of activ- 
ity may be controlled to a considerable degree. The primary factor in 
this respect is to avoid overaction with its attendant brokerage com- 
missions and administrative problems. 

An outstanding feature of the constant-ratio plan is its simplicity. 
Thus from the standpoint of understandability, this type plan pre- 
sents no difficulties. Furthermore, for the same reason, it should 
present no major mechanical problems of adrninistration. 

Our studies indicate that a constant-ratio plan is worthy of careful 
consideration by certain institutional investors. Although the gains 
are not great and although it may be outperformed by other plans, the 
constant-ratio plan is characterized by simplicity and a notable degree 
of safety. 

Restricted as this has been to the general results of examining a 
single plan, only the broader aspects of historical tests of formula 
plans have been presented. Further insight could be obtained from 
following tests step by step as the market rises and falls. In this man- 
ner such separate features of a plan as intervals between action points 
or percentage ratio between stocks and bonds may be evaluated. In 
addition, the results of these tests constitute the best basis we have 
found for a comparative analysis of plans. Thus, in our opinion, his- 
torical tests provide the investor with information essential to an 
appraisal of formula plans. 
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TWO FORMULA METHODS FOR CHOOSING 
COMMON STOCKS 


HENRY S. SCHNEIDER 
Wertheim & Company 


I. SELECTION OF INDUSTRIAL STOCKS BY FORMULA 


ONE OF THE PRIMARY problems of common stock investment has been 
the determination of some central value about which market prices 
could be expected to fluctuate in the future. One approach to this 
problem has been based upon the use of the past average price of the 
Dow-Jones Industrial Stock Average. Thus several formula timing 
plans have been geared to the price record of this Industrial Stock 
Index. Under these the investor is instructed to purchase stocks 
when the Index is selling sufficiently below its previous five- or ten- 
year average price, and to sell when the Index is somewhat above the 
past average. 

The purpose of this research was to test this criterion of past 
average price, not as applied to the Dow-Jones Industrial Average 
itself, but to the individual stocks within the index. For purpose of 
testing we decided to select two groups of stocks, each comprising 
roughly one-sixth of the number in the Index. The first group con- 
sisted of the stocks selling highest in relation to their past average 
prices, and the second group consisted of those selling lowest in rela- 
tion to their past average prices. We called the two groups “Dear” and 
“Cheap” respectively. For our dates of selection we used year-end 
prices in all cases. The past average price of each stock was usually 
taken as the mean of the annual highs and lows for five years prior to 
the date of selection. (In earlier years the five preceding year-end 
prices were averaged.) The period of testing covered the thirty-five 
years 1914 through 1948. In each year of this period we selected the 
two groups of stocks, and then tested the market performance of each 
group against the Average itself as shown by the prices of one, two, 
and three years later. 

Illustration of the method of testing —Our method of testing was 
very simple and I shall illustrate by starting in the year 1914. We first 
computed the 1910-14 average price for each stock in the Index; we 
then took the market prices of the individual stocks in the Index as of 
December 31, 1914, and divided each by its own past five-year 
average price. The resulting precentages were arrayed in numerical 
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order ranging from the highest to the lowest. The top one-sixth of the 
stocks were chosen for the Dear group and the bottom one-sixth as 
the Cheap group. We then measured the percentage price movement 
of the Dear group, Cheap group, and the Industrial Average itself one 
year, two years, and three years later, as though one share of each 
stock had been purchased on December 31, 1914, and then sold out on 
December 31, 1915, 1916, or 1917. In 1915 we followed the same pro- 


TABLE 1 
Pre-New Deat REsutts (1914-1931) 


A. Tota, PERCENTAGE PLUSES AND MINUSES 


One Year Two Year Three Year 
Tests Tests Tests 
(18) (18) (18) 
Cheap group: 
Total of plus years + 168 + 464 + 469 
Total of minus years — 198 — 254 — 276 
Grand total — 30 + 210 + 193 
Dear group: 
Total of plus years + 378 + 507 + 592 
Total minus years — 187 — 252 — 238 
Grand total + 191 + 255 + 354 
Dow Jones Industrial Ave.: 
Total of plus years + 244 + 431 + 487 
Total of minus years — 173 — 221 — 227 
Grand total + 71 + 210 + 260 
B. Groups 


Dear Cheap 
Number of tests in which group did 5 per cent (or more) better than 
D-J Average 


‘ ; : 31 13 
Number of tests in which group did 5 per cent (or more) poorer than 


D-J Average ed aa ia es 17 27 

Number of tests in which percentage movement was similar to D-J 
Average (remaining tests) ey Rte A. Seay pares 6 14 
Total number of tests ae ; re eeeee 54 54 


cedure as the foregoing in selecting the two groups of stocks; only 
this time we used 1911-15 average prices and 1915 year-end prices. 
The same was done in all subsequent years through 1948. Thus three 
tests were made from the groups in each year of selection (except, of 
course, for 1947 and 1948). 

Results of study: two periods.—After preliminary study, we di- 
vided the results of our tests into two periods: (1) Pre-New Deal 
Era (1914-31) and (2) New Deal Era (1932-48). The reason for 
this division was the strikingly different results obtained in the two 
periods. For we found that during the 1914-31 period the Dear group 
performed considerably better than either the Cheap group or the 
Dow-Jones Industrial Average. But with the advent of Roosevelt, the 
situation was reversed and the Cheap group turned in by far the best 
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performance consistently as well as in the aggregate. For purposes of 
presentation I have broken down the results for each period into two 
groups: (1) the aggregate percentage pluses and minuses for each 
group for the one-, two-, and three-year tests, and (2) the number of 
tests in which the Cheap or the Dear groups did 5 per cent (or more) 
better than the Dow-Jones Average, 5 per cent (or more) poorer, and 
the same as the Dow-Jones Industrial Average. Dividend receipts and 
commissions are excluded from our figures. 


TABLE 2 


New Deat Resutts (1932-48) 
A. ToTaL PERCENTAGE PLUSES AND MINUSES 
One Year Two Year Three Year 


Tests Tests Tests 
(17) (16) (15) 
Cheap group: 
Total of plus years. . av . +425 + 570 + 754 
Total of minus years - = — 54 — 47 
Grand total ...... + 374 + 516 + 707 
Dear group: 
Total plus years. . Litimew — + 330 + 406 
Total of minus years : — 90 — 129 — 134 
Grand total ..... ‘ + 160 + 201 + 272 
Dow Jones Industrial Ave.: 
Total of plus years + 239 + 335 +417 
Total of minus years — 74 — 87 — 74 
Grand total ; . +165 + 248 + 343 
B. Groups 


pene havin die Dear Cheap 
Number of tests in which group did 5 per cent (or more) better than 


I Sos we i elacds expuliens piegics ware ogee aaa II 34 
Number of tests in which group did 5 per cent (or more) poorer than 
| RIES EIS ASRS SRE ae roar Piet 23 I 
Number of tests in which percentage movement was similar to D- J 
Averages (remaining tests) . ane ra aeaes me ne 13 
Total number of tests... . = site matte ereas otsSte ee 48 


Comparison of the two periods.—In the first period the advantage 
shown by the Dear group appears not only in the better aggregate per- 
centage gains, but impressively also in the number of separate favor- 
able performances as against unfavorable ones. The Cheap group 
presents an almost exactly reverse picture in comparison with the 
Dow-Jones group as a whole. When we move on into the second period 
the transformation is extraordinary. The aggregate percentage re- 
sults of the Cheap group are now far in the lead. More striking still is 
the fact that in only one test out of forty-eight did the Cheap group 
perform more than 5 per cent worse than the Average; while in no 
less than thirty-four tests it beat the Average by more than 5 per cent. 
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Such consistently favorable behavior could hardly be the result of 
chance. Evidently it stems from some underlying advantage enjoyed 
by the Cheap group in the past fifteen to seventeen years. What can 
this advantage be, and why was it conspicuously absent in the 1914- 
31 period? 


TABLE 3 


Summary oF REsutts (1914-48) 
A. Totat PERCENTAGE PLUSES AND MINUSES 


One Year Two Year Three Year 
Tests Tests Tests 
(35) (34) (33) 
Cheap group: 
Total of minus years — 249 — 308 — 323 
Grand total + 344 + 726 + 900 
Dear group: 
Total of plus years + 628 + 837 + 998 
Total of minus years — 277 — 381 — 372 
Grand total + 351 + 456 + 626 
Dow Jones Industrial Ave. 
Total of plus years...... + 483 + 766 + 904 
Total of minus years — 247 — 308 — 301 
Total of plus years... + 593 + 1,034 + 1,223 
Grand total + 236 + 458 + 603 
B. Groups 


Dear Cheap 
Number of tests in which group did 5 per cent (or more) better than 
D-J Average ; 


af ; Fee 42 47 
Number of tests in which group did 5 per cent (or more) poorer than 
D-J Average , ee paths ; : 40 28 
Number of tests in which percentage movement was similar to D-J 
IN I SD sg ovo cama acie aden deca saemevense 20 27 
Total number of tests ~* ate ... 102 102 


A possible explanation —The following is advanced as a tentative 
explanation of these rather perplexing market phenomena. Let us 
assume that the Dow Jones list consists of thirty large companies, 
with considerable variations in their quality and apparent long-term 
prospects, but all possessing the characteristic of resiliency, i.e., the 
power to recover from adversity. Assume further that the average 
price-earnings ratios reflect accepted views as to differences in quality. 
(We suggest that these assumptions properly describe the Dow-Jones 
list as it has been constituted since 1932.) It might be expected then 
that the relative price behavior of the individual issues would follow 
a pattern similar to that of the market as a whole, which means that 
favorable developments or prospects would tend to receive an exag- 
gerated response on the upside and conversely for unfavorable ones. 
In due course these exaggerations would be corrected. In the aggre- 
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gate the issues that had gone up more than the market as a whole 
would be found to have advanced too far, and they would lose ground, 
relatively, in subsequent years. Similarly, those that had lagged be- 
hind the market would prove to have overemphasized their unfavor- 
able factors; thus they would subsequently advance more than the 
market as a whole. The relative action of our Cheap stocks and Dear 
stocks between 1932 and 1948 would seem to conform to this 
hypothesis. 

Why did not this explanation hold good for the earlier years? We 
suggest the following as the reason. During 1914-31 the market was 
gradually establishing those wide quality-differentials which have 
been so prominent a feature of common stocks ever since the New 
Era bull market of the late 1920’s. In 1914 the dividend yields and 
earnings multipliers for our large companies were rather homogen- 
eous; but as time went on, the “good stocks”—meaning particularly 
those with favorable earnings trends—became valued more and more 
generously vis-a-vis the “lower quality” issues. This bias in favor of 
the quality issues was an accelerating affair; its result was to favor 
the good stocks in the market year after year, even though they had 
already outperformed the rest of the list. This bias continued through 
the Great Depression culminating in 1932. In those years the quality 
issues appeared to justify the favor previously accorded them, be- 
cause they showed better resistance to the hard times. 

We suggest finally that the quality differentials had been fully 
established by 1932, so that the bias in favor of the good stocks was 
now completely reflected in their prices. From then on the basic ele- 
ment of fluctuation reasserted itself: good stocks, like good markets, 
went up too high; unpopular stocks, like unpopular markets, went 
down too far. 

If our explanation is a sound one, we would conclude that the per- 
formance in the 1932-48 period is more likely to be duplicated in 
future years than that of 1914-31. Our method of selecting “(Cheap 
stocks”—or something similar thereto—might therefore prove to 
offer both an extremely simple and a reasonably dependable key to 
successful stock selection. 

Some additional observations.—Dividend income has been left out 
of account in our calculations in order to save time and trouble. It is 
almost certain that the Cheap stocks would return at least as high a 
dividend yield as the dear ones over any protracted period of years. 
The relationship between the results on a one-year basis and those on 
a two- and three-year basis involves some peculiarities of the arith- 
metic of percentage figures. It is not necessary to go into these, be- 
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cause our essential comparisons are based on the same number of 
years’ holdings for the Cheap group as against the Dear group. 

It may be of interest to add some figures which cover two periods in 
which the general stock-price level did not show a significant net 
change, thus excluding the factor of secular trend from our compari- 
sons. Only the one-year tests are presented. 


TABLE 4 
1914-1931* 
Aggregate Pluses and Minuses 
Cheap group ...— 30 
Dear group , + 191 
D-J Ave. ; ee 
* Dow-Jones Average was 55 on December 31, 1917, and 60 on December 31, 1932. 
TABLE 5 
1936-1947* 
Aggregate Pluses and Minuses 
Cheap group + 115 
Dear group .... Sideay aaa 2 
D-J Ave. cores 9S 


* Dow-Jones Average was 180 on December 31, 1936 and 177 on December 31, 1948. 


In closing this part of my paper I would like to thank Mr. Menko 
Rose, Mr. Walter Schloss, and Mr. Bernard Werner for their help on 
some of the computations, and Mr. Benjamin Graham for his advice 
and suggestions. 


II. SELECTION oF PusBLic UtT1L1try Common Stocks BY FoRMULA 


The second division of my paper summarizes the results of a study 
covering the field of operating public-utility common stocks for the 
years 1930-49. The concepts were originated and worked out in great 
detail by Edward B. Barrett, a fellow-student in the Columbia ‘'ni- 
versity Seminar on Valuation of Common Stocks. 

The research was divided into three stages. The first represented 
an effort to determine the most promising criterion for the selection 
of utility common stocks, and was based upon a complete examina- 
tion of a single year’s characteristics and performance—1948. In the 
second stage, the criterion thus suggested was applied to all available 
operating utilities in successive years from 1929 through 1949, and 
the market results from such selections were compared with those of 
the utility group as a whole and with other indexes. The results shown 
were so impressive that, in the third stage, a reason was sought to 
explain the highly favorable market performance of the stocks se- 
lected. 
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The criterion discovered and used turned out to be—somewhat 
paradoxically—that of a “low pay-out,” i.e., a low proportion of re- 
ported earnings distributed as dividends. It was then assumed that 
each year a selection of one-fifth of all operating-utility issues would 
be made by the application of this criterion. The market performance 
of the successive groups so selected was calculated on the basis of one- 
year’s holding, without inclusion of dividends received. When this 
performance was compared with that of the large group—the “uni- 
verse’’—-significant differences (of more than 5 per cent) were found 
in thirteen out of the twenty years. In twelve out of these thirteen 
important cases the low-pay-out group performed better than the 
universe. When the percentage changes for each of the twenty years 
were added up, the selected groups showed a net gain of 337 per cent 
against 85 per cent for the universe—an annual average of 16.8 per 
cent against 4.3 per cent. On a cumulative or annual reinvestment ba- 
sis, starting in 1930 and ending in 1950, the low-pay-out group showed 
a final net gain of 456 per cent, while the group as a whole showed a 
small loss of 3 per cent. Comparisons were made also with the per- 
formance of a counter-group consisting of the high-pay-out com- 
panies, to the number of one-fifth of the universe. These did not do 
as well as the entire group, and they therefore fell far below the show- 
ing of the low-payers. Comparisons of dividend yields during the 
second half of the twenty-year period were not unfavorable to the 
low-pay-out group, but the differences shown were minor. Further 
investigation revealed that the low-pay-out stocks benefited much 
more frequently than the entire group from dividend increases within 
a short time after their selection. This circumstance undoubtedly ex- 
plains in good part the superior market performance of the issues 
selected by our criterion. Additional details: 

How the criterion was determined.—Barrett devised the following 
method for determining the most plausible criterion for selecting 
utility stocks. First he made up ten different tentative criteria, repre- 
senting various statistical ratios. These referred to (1) the percentage 
of earnings paid out in dividends, (2-3) earnings vs. price, (4-5) 
capital structure, (6-7) the operating ratio and the percentage of 
revenue carried down to the common, (8) the percentage earned on 
total capital fund, (9) the maintenance and depreciation ratio, and 
(10) the relationship between increases in revenue and increases in 
expenses, since 1937. He worked out all these ratios for 1948 for each 
of forty-nine operating utilities, the entire available field in that year. 
He then divided the forty-nine companies into quartiles for each cri- 
terion—preferring to study market behavior by such groups rather 
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than by individual companies alone. Similarly, he caiculated the mar- 
ket performance for each common-stock issue for the twelve months 
from March, 1948, to March, 1949, and again divided them into 
quartiles ranged downward from the best to the poorest performance. 
His next step was to correlate the various “selection criteria’ with the 
performance records. 

Barrett found that out of the twelve companies with the lowest- 
pay-out ratio no less than eight appeared in the top market-per- 
formance quartile. Conversely, ten out of the twelve highest-pay-out 
issues appeared in the two poorest quartiles of performance. This 
correlation was more impressive than that offered by any of the other 
criteria, although the simpler one of buying issues earning the largest 
per cent on price came a close second. (Barrett therefore suggests 
that someone should make a study parallel to his, but using this price- 
earnings-ratio criterion. ) 

Testing the pay-out criterion over a period of years.—Barrett did 
not compare his original ten criteria in any other sample years, but 
adopted low-pay-out as his hypothetical touchstone, and proceeded to 
test it out first for a ten-year and ultimately for a twenty-year period. 
His comparisons were made (1) with the group as a whole, (2) with 
a subgroup consisting of the highest-pay-out stocks, and (3) with the 
two available utility-stock indexes. Over the twenty-year period the 
Dow-Jones and the Standard-Poors Indexes did not do quite as well 
as Barrett’s entire group, thus underlining the favorable results ob- 
tained by comparing the low-pay-out issues with their universe. These 
results have improved over the course of the period, as is seen by the 
comparisons of successive five-year totals of the annual percentage 
changes in market price shown in Table 6: 


TABLE 6 
Low-Pay-Out Entire 
Five-Year Total for Group( in Per Cent) Group (in Per Cent) 
1930-34 Loss 77 Loss 89 
1935-39 Gain 149 Gain 79 
1940-44 Gain 166 Gain 57 
1945-49 Gain 99 Gain 39 


The only instance in which the low-payers performed significantly 
worse than the entire group was in the early period of maximum de- 
pression 1931-32. Their loss in that year was 47.1 per cent, against 
41.9 per cent for the “universe.” 

Barrett also made a check, covering the years 1941-50, of the rela- 
tive market performance of the individual stocks in his low-pay-out 
groups. He found that in forty-one cases out of eighty-two their per- 
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formance ranked in the best performance quartile of the universe, and 
in only thirteen cases they fell into the poorest quartile. 

Explanation of results shown.—The low-pay-out issues were intrin- 
sically cheaper than the others because their small dividend held their 
price down in relation to their earnings. Furthermore, they were more 
likely to benefit from dividend increases than other utilities. Such in- 
creases, if they eventuated, could be expected to exert an important 
upward influence on subsequent market price. Barrett assumed that 
later dividend performance would be found to yield the clue to the 
favorable market performance, and he studied the actual data over 
the nine-year period March, 1941 to March, 1950. He found that 
there were fifty-seven dividend increases in these years, and thirty of 
them applied to stocks in the low-payer group. This is nearly three 
times as many as their numerical proportion would have warranted. 
It is clear that the group selected was aided significantly by these 
dividend actions; it may have been helped as well by anticipations of 
additional dividend increases. 

It should be unnecessary to add that the superior market perform- 
ance of the low-pay-out stocks by no means justifies a corporate 
policy of niggardly dividends. The truth is just the opposite. A nig- 
gardly dividend holds the price down and is clearly harmful to the 
rank-and-file stockholder. It favors the sophisticated and alert in- 
vestor, who is enabled thereby to take advantage of the less expert 
among the public stockholders by buying the low-pay-out issues at 
unduly low prices. 

The factor of capital structure —A low-pay-out ratio is often occa- 
sioned by a low ratio of common stock to total capital. In such cases 
we do not have the usual grounds for expecting a step-up of the divi- 
dend. Barrett made a supplemental study to determine whether it 
would be better to exclude from the group selected all common stocks 
with equities below either 25 per cent or 20 per cent of total capital. 
The results were not conclusive. They indicated that such exclusions 
would produce better results in years of declining prices, but not in 
good and bad markets taken together. 


CoNCLUSION 


We venture the conclusion that both of these studies yield sufficient- 
ly definite and impressive results to offer something of tangible value 
to investment policy. Many additional investigations of the same type 
remain to be made, of course, before the ideas set forth may be con- 
sidered as fully explored. However, there comes a point when action in 
accordance with the indicated results becomes preferable to further 
investigation. 








REAPPRAISAL OF THE EASY MONEY POLICY 


THE ROLE OF INTEREST RATES IN 
A CHANGING WORLD* 


Henry C. Murpuyt 
International Monetary Fund 


TWENTY-FIVE YEARS AGO few economists would have had much diffi- 
culty in defining the role of interest rates in a capitalistic world, 
changing or otherwise. 

Interest rates, they would have said, have a twofold function. 

On the one hand, interest must be received in order to induce sav- 
ing. People naturally prefer present goods to future goods. To be 
sure, some saving would occur from precautionary motives even if no 
interest could be obtained by the savers. But to secure a substantial 
amount of saving—possibly even to secure enough to keep capital 
intact—some interest must be promised the savers; and within limits 
the higher the rate promised the greater will be the amount of saving. 

On the other hand, interest must be charged in order to discourage 
excessive capital formation. Projectors are swarming everywhere. 
Unless capital is made sufficiently expensive to them, investment will 
be excessive. Aggregate demand at existing prices will then exceed 
aggregate supply and prices will rise. Of course, this can happen only 
if there is an excessive expansion of money and credit. But too low 
interest rates would themselves cause such an excessive expansion.’ 
Higher interest rates would cut back the excessive investment, the ex- 
cessive credit creation, and the unnecessary price rise all in a single 

* This article by Henry Murphy and the following article by Lester V. Chandler, 
with discussion by Howard R. Bowen, were presented at a joint meeting of the Amer- 
ican Finance Association and the Amercian Economic Association in Chicago on De- 
cember 29, 1950. The general subject discussed at the session was “Reappraisal of the 


Easy Money Policy.” The program was under the chairmanship of Fritz Machlup, 
The Johns Hopkins University. 


+ The author is a member of the Staff of the International Monetary Fund. The 
opinions expressed in this paper, however, are his own and do not necessarily reflect those 
of the Fund. 


1. I ignore here the so-called banking principle or “real bills doctrine” which seemed 
to hold, at least in its pure form, that there could be no excessive expansion of bank credit 
irrespective of interest rates, if all loans were made for the purpose of providing working 
capital for bona fide self-liquidating business transactions and were repaid from the 
proceeds of the sale of the goods for the production or marketing of which the money 
was borrowed. 
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stroke. If, on the other hand, the opposite set of conditions pre- 
vailed—if interest rates were too high, credit was contracting, and 
prices were falling—the situation could be remedied by a decline in 
interest rates. But, it might have been added, too rapid results should 
not be expected in this direction, as an existing crop of projectors can 
be mowed down more quickly than a new crop can be raised up. 

This description of the economic thinking of twenty-five years ago 
has been very much simplified and I should apologize to this audience 
for its lack of subtlety. But it is accurate in its broad outlines and it 
sounds very persuasive even today. Yet it would no longer be ac- 
cepted in its entirety by a large number of economists. What then are 
the causes which have made it to go out of favor? And to what extent 
have these causes been real and valid and to what extent have they 
been merely passing aberrations? 

The causes are to be found partly in the world of thought and part- 
ly in the march of economic events. I am no person to depreciate the 
influence of pure thought, and in this case the influence of the greatest 
economic thinker of our times is involved. But I believe, nevertheless, 
that in the present instance the influence of the march of economic 
events has been more important. The two types of causes have, of 
course, been intermingled—the thought being affected a great deal by 
the events, and the events a little by the thought. 

In the realm of thought there have been three developments which 
have tended to undermine the schematic treatment of interest rates 
generally accepted a quarter of a century ago. These developments 
appear devastating when they are enumerated, although perhaps they 
are not quite as devastating when they are analyzed and weighed. It 
has been contended: first, that there is no significant functional rela- 
tionship between interest rates and the amount of saving; second, that 
there is no significant functional relationship between interest rates 
and the amount of investment; and third, that interest rates, in fact, 
measure quite a different thing from the relationship between saving 
and investment, namely that they measure the relationship between 
the amount of liquid funds and the desire to hold them. I shall return 
briefly to each of these theoretical points later in this paper. 

Let me first, however, enumerate the three developments in the 
world of economic events which have taken place in the same period. 
Here, as in all institutional sections of this paper, I shall be concerned 
primarily with developments in the United States, making only inci- 
dental reference to conditions in other countries. 

First and foremost has been the Great Depression of the thirties. 
After ten years—twenty semesters—in which human and material 
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resources had run to waste, it hurt the heart to explain to the theory 
class in the twenty-first semester that it was the function of interest 
rates to limit investment to that which could be supported without 
inflation. The heart wanted a better answer even if the head could not 
yet supply it. 

Second among the institutional reasons for the diminished accept- 
ance of the old interest rate theory has been the increase in the area of 
direct government control. In time of war or national emergency the 
interest’ rate seemed a curiously inappropriate mechanism for allocat- 
ing funds between the government and private economy, and much 
better and more direct methods seemed to be available for allocating 
funds even within the private economy. In the postwar period the 
area of government controls contracted, but the effective operation of 
the mechanism of the interest rate ran into other difficulties—difficul- 
ties so hard to express in a few words that I shall leave even a state- 
ment of their character until later in this paper. 

Third and last of the institutional causes for the decline in the old 
interest rate theory has been the dissolution of the interest rate itself 
into that modern welter of complexities called the term structure or 
“pattern” of interest rates. Of course, there has always been a term 
structure of interest rates and the old discussion of “the” interest rate 
was an easy abstraction. But the realities of the market place in the 
old days were not such as to discourage the scholar too greatly and it 
was not too hard to believe that behind each term structure there was 
a “real” interest rate which lenders and borrowers at different terms 
were trying to approximate. This has become harder to believe nowa- 
days. For example, no one seriously believes any longer that a series 
of one-year rates will tend to average out in the long run to the long- 
term rate prevailing over the same period. The term structure of rates 
has become itself an ultimate reality and its economic function in 
terms of the allocation of real resources is much harder to explain 
than was the economic function of the old supposedly unitary rate. 
(At this point I should like to note in passing that there is little corre- 
lation in practice between the liquidity of debts and the liquidity of 
the real resources which they supposedly finance, and that no more 
than lip service is paid nowadays to the ideal that there should be. 
The real resource behind the most liquid of all debts, Treasury bills, 
consists of a military victory which may have to be re-won.) 

So much for a rapid review of the three principal theoretical influ- 
ences and the three principal institutional influences which have un- 
dermined our old views of the functioning of interest rates. Let us 
now run through them again in somewhat more detail. 
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DEVELOPMENTS IN THE INTEREST RATE THEORY 


Relationship between interest rates and saving.—First, we have the 
allegation that there is no significant functional relationship between 
the amount of saving and the interest rate. On the whole, it seems to 
me that this contention has been successfully maintained. The old 
texts never made out much of a case that there really was a significant 
functional relationship of any particular shape between interest rates 
and saving. The man who saved more because he got higher interest 
rates (and it therefore paid him to do so) stood in the body of the 
text, and the man who took out enough life insurance to leave his wife 
a life income of $100 a month and had to pay a higher premium on it— 
that is, had to save more money—because interest rates were lower 
stood in the footnote. But the man in the footnote always seemed 
more like the man next door. He could not get up into the body of the 
text because he did not fit in with its theoretical framework. He was a 
nuisance. But with the decline in the prestige of the whole framework, 
he has asserted his supremacy over his hypothetically hedonic 
neighbor. 

There are only two arguments that still seem solidly in favor of be- 
lieving that there is a significant functional relationship between inter- 
est rates and saving of the shape assumed by classical theory. The 
first of these is the simple one that interest is a highly progressive 
form of income, and that a higher proportion of large incomes than of 
small incomes tend to be saved. Therefore, if interest income is a 
larger proportion of the national income, more of the total income will 
go to the saving classes and more of it will consequently be saved. 
The second argument is the likelihood that, if interest rates are low, 
many retired persons, widows, and others will dip into their principal 
to a greater extent than they would if rates were higher. Each of these 
arguments would tend toward the belief that there is a positive func- 
tional relationship between interest rates and saving. Against them 
must be set the powerful statistical factor of the much greater volume 
of saving necessary to provide a given income in old age or for one’s 
dependents after death when rates are low than when they are high. I 
have no method of measuring these offsetting tendencies, but I would 
conclude personally that the functional relationship between interest 
rates and saving, whatever its shape, is relatively small. 

Relationship between interest rates and capital formation—Next, 
we come to the allegation that there is no significant functional rela- 
tionship between interest rates and capital formation. This allegation 
has had a great vogue during the past decade. Personally, I do not 
find it very convincing. The old texts made out a pretty sound case, 
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and by and large, it seems to me, that it has stood up very well. When 
the man next door wants to buy a house he says to the real estate man, 
“T can pay $100 a month, show me the best house that I can get for 
that money.” The lower the interest rate, the bigger and better house 
he is able to buy, although, of course, not in proportion to changes in 
the interest rate, since other factors than interest rates affect the 
(monthly) cost of housing. But the aggregate amounts involved, in 
terms of hundreds of millions of dollars of the total investment in the 
United States for each 1 per cent change in the mortgage interest rate, 
nevertheless are important. Interest rates here are a potent factor in 
determining, the amount of total investment; and low mortgage inter- 
est rates consequently have been an important factor in the postwar 
inflation. 

While housing is the most important single case, the same principles 
apply in all high-capital-intensity industries, that is, in all industries 
in which the return on capital is an important part of total costs, for 
instance, subways. Think of what could be done if only 0.5 per cent 
had to be paid for capital used in urban transit. The transit would be 
swift and silent. And, of course, if the rate were not appropriate the 
onrush of inflation would be swift and silent also. But that is not to the 
present point. The present point is merely that there is a very real 
functional relationship between interest rates and investment. 

But, of course, there is a hitch in the argument. It has been deter- 
mined by questioning businessmen that they care no more about inter- 
est rates than Farragut did about the torpedoes. They either damn 
them and go ahead, or they do not go ahead at all, depending on 
how they feel about other things. The same inquiries have, of course, 
also established that businessmen do not give a damn for marginal 
costs and price their products strictly on the basis of average costs. 
I prefer to believe that the inquiries show simply that businessmen do 
not introspect. 

Therefore on the whole, it seems to me that the second of the at- 
tacks made on the old theory of interest rates—that there is no signif- 
icant functional relationship between interest rates and the volume of 
investment—has not been made good and that the old theory still 
stands in that respect. 

The liquidity preference theory.—I shall pass very lightly over the 
third of the major developments in thought which have occurred in 
this field in the past twenty-five years, namely, the development of 
the liquidity preference theory of interest rates, and hasten on to 
institutional developments. It may seem perverse to say so little on 
what has been a major theoretical development of the period. But a 
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great deal has been said about it and there is little that I can add 
within the framework of this paper. For our present purpose, it seems 
sufficient to note that the liquidity preference theory is principally an 
explanation of how interest rates come to be what they are and of how 
they can be changed and not an account of how they affect the econ- 
omy, or of their appropriate role as instruments of public policy, 
which are the major concerns of this paper. 

So much, then, for developments in thought; now let us turn to the 
march of events. 


INSTITUTIONAL DEVELOPMENTS 


The Great Depression—The Great Depression of the thirties was 
an entirely new experience for the capitalistic world. It is futile to 
argue over whether there ever has been, in fact, a period of as long 
duration in which such a large proportion of our available resources 
were unemployed. Experience is not necessarily correlative with the 
objective event. An event is an experience only to the extent that it is 
real and actually experienced. And never before had the duration and 
extent of our unemployment been so driven home and rubbed in by 
so many cunningly contrived statistics to show how well we were not 
doing. Furthermore, the old fatalism with which man had accepted 
economic fluctuations was passing. A new confidence and a new so- 
cial conscience were arising. The new confidence told man that he 
could shape his economic environment, while the new social con- 
science told him that he must. 

The new conviction that a depression was a challenge to be met, 
rather than an ordeal to be endured, had two manifestations which I 
shall characterize as the left-wing and the right-wing views respec- 
tively. 

The left-wing view was that depressions were to be overcome by 
detailed planning. There were to be rules and regulations prescribing 
what was to be produced, and the people were to be set to work pro- 
ducing those things. I do not mean to caricature this view by so brief 
astatement. There is a great deal to be said for such planning in many 
areas of the economy. But, even if my sympathy were not strongly 
with the right-wing view, as it is, a further discussion of the left-wing 
view would still be outside the plan of this paper. 

The right-wing view of how to control our economic environment 
was embodied in the monetary policy. (Fiscal policy came later.) So, 
after the disastrous fall and winter of 1931, during which the armies 
of monetary policy pitched their tents in winter quarters at the Fed- 
eral Reserve Board, they advanced cautiously in 1932 and then more 
boldly in 1933. 
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We shall never know how much worse conditions might have been 
if the armies of monetary policy had not advanced at all, but still the 
results were disappointing. Excess reserves were built up to over $5 
billion before the outbreak of the war in Europe, and the main result 
was, not full employment, but new extremes in the term structure of 
interest rates! Consequently, intellectual interest in the late thirties 
tended to shift from monetary policy to fiscal policy. But we shall not 
follow it in this shift. It is the business of this paper to stick to mone- 
tary policy to the end. 

Trying to increase employment by reducing interest rates seemed 
as impossible as trying to push a string: the string looped itself into 
all sorts of odd shapes but would not go where you wanted it to go. 
There were two main difficulties. In the first place, the communica- 
tions between short-term and long-term interest rates proved to be 
weak. Short-term rates were held at near-zero from the spring of 1933 
to the spring of 1937; and then, after a short lapse while the mone- 
tary authorities were fighting a phantom boom, remained near-zero 
until the fall of 1941. But long-term rates during this period fell only 
from about 3.25 per cent to about 2.5 per cent, and they took their 
time in doing it. But, more important, there was a deficiency of bor- 
rowers at the new lower rates. Businessmen would not borrow enough 
and real resources kept on running to waste. Consequently, at the end 
of the decade there was a general defeatism with respect to the efficacy 
of monetary policy. One consequence of this defeatism was the tend- 
ency to turn toward fiscal policy to which I have already referred. 

Personally, I do not believe that the defeatism with respect to 
monetary policy was entirely justified. But, to discuss this view would 
take me away from that aspect of the easy-money policy to the ap- 
praisal of which this meeting is primarily addressed. Therefore, I shall 
proceed directly to wartime monetary policy. 

The war.—The war gave the situation an entirely new turn. In the 
course of a few months we passed over from a situation in which re- 
sources were running to waste to one in which they were scarce and 
had to be conserved. But another reason was then found for an easy- 
money policy. I do not say this with any element of sarcasm, because 
I was one of those who helped to find the new reason and I believe 
that the finding was entirely valid. 

There were two over-all conditions which dominated wartime mone- 
tary policy. 

In the first place, the government was not merely the chief borrow- 
er; on net balance it was the only borrower. The amount of its borrow- 
ings was determined, and should have been determined, by the needs 
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of the war effort and by tax policy. I believe that tax policy should 
have been much stronger, but it must be treated for this pur- 
pose as an independent variable. Federal borrowing could not have 
been, and should not have been, discouraged by higher interest rates. 
The borrowings of private parties, on the other hand, were so effec- 
tively controlled at the physical level that higher interest rates could 
not have had any material effect on them; nor did the authorities be- 
lieve that higher interest rates would have had a significant effect on 
the amount of saving. So there seemed to be no good reason for higher 
interest rates during the war. There was, of course, a lot of squabbling 
about short-term rates, but there was remarkably close agreement 
about the long-term ones. 

In the second place, it was generally assumed that, when the war 
ended, the problems of the thirties would reassert themselves and full 
employment would again be a problem. In this context, a rather low 
interest rate structure in the postwar period could be viewed with 
some equanimity. Opinion on this point was not as unanimous as on 
the former one, but few of the dissenters were prepared to change the 
wartime rate of interest on long-term borrowing substantially in order 
to meet their views of the probable postwar situation. 

At this point, I should like to note in passing that this wartime 
hypothesis with respect to the postwar economic situation has never 
really been tested, because it also supposed that when the war closed 
it would actually end. A likely postwar federal budget was spoken of 
as $15 to $20 billion. We shall never know what might have been the 
employment situation and what might have been a correct monetary 
policy if we had achieved a real peace. 

The postwar period.—Actually the postwar situation has been quite 
different. On the domestic side, consumer demand proved to be ex- 
tremely strong, and the businessmen proved to be quite venturesome 
in investing in plant and equipment in order to meet consumer de- 
mand. On the international side, the war never really came to a close, 
and more recently has been regathering momentum. Between these 
two influences, total demand has been kept at a high level ever since 
the end of the war. In the early years the domestic influences were 
more important, but at the present time the international influence 
has become dominant. 

The postwar period has been characterized by a policy of more or 
less easy money. Many persons would leave out the “more or less” 
and simply say that it has been characterized by an easy-money poli- 
cy. Since the conditions of the postwar period have been so obviously 
different from those of either the prewar or the wartime periods, the 
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easy-money policy had to have different reasons also. This brings us 
to the most interesting part of our subject matter. 

Monetary policy in the early postwar period was heavily influenced 
by the pessimistic forecasts of post V-J Day unemployment. Even 
those persons, including myself, who did not go along with the pessi- 
mistic forecasts were still very much concerned about blasting the 
delicate bud of reconversion. 

As the true character of the postwar period became apparent, more 
soul searching was required if one were to continue to support an 
easy-money policy. By and large, I believe that such a policy—one 
of about the same degree of intensity as the one actually established 
by the sometimes joint and sometimes several actions of the Treasury 
and the Federal Reserve System—was justified by the surrounding 
circumstances; although, I believe that a much stronger policy would 
have been justified in several fields not subject to Treasury or Federal 
Reserve discretion. I shall give my reasons for this belief. But, before 
I do so, I want to make it amply clear that the reasons which I shall 
give are entirely my own, and that I do not and cannot speak for any- 
one in authority. 

Reasons for low long-term interest rates in the postwar period.— 
First, I believe that the American economic system has powerful anti- 
bodies acting against inflation and much weaker antibodies acting 
against unemployment.” Our propensity to save is high and our stocks 
of capital are large. We have never had an important inflation except 
as a consequence of war. 

Before the war, Great Britain, some of the self-governing British 
Dominions, and a few of the countries of western Europe approached 
the United States in this differentially greater protection against in- 
flation than against unemployment due to the inherent nature of their 
economic and social systems. But, even before the war, this character- 
istic was much more pronounced in the case of the United States than 
in that of any other country. Since the war, the United States (and 
possibly Canada) stand alone in this respect. In most of the countries 
of the world—particularly in underdeveloped countries—the reverse 
situation has always prevailed, and the natural antibodies resistant 
to inflation have always been weaker than those resistant to unem- 
ployment. I should like to emphasize, therefore, that what I say about 
postwar monetary policy in the remainder of this paper applies to 


2. This statement refers only to factors affecting total demand. It is recognized that 
prices may be increased substantially at any given level of total demand by combinations 
of workers or businessmen and that such increases will result in unemployment. It is 
not implied that it is the business of fiscal or monetary policy to cure such unemploy- 
ment. Such an attempt, indeed, could bring about a continuous price rise without 
determinate limit. 
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American conditions only, and cannot be applied without drastic 
change to other economies where different conditions prevail. 

Second, a restrictive monetary policy, that is, one which is suffi- 
ciently restrictive to be really effective, has extremely disruptive 
effects on the capital market. If Victory bonds were put on a 3 per 
cent yield basis they would sell at 92; if they were put on a 4 per cent 
yield basis they would sell at 78. Based on historical precedent, corpo- 
rate obligations would do far worse. Such effects, disruptive though 
they might be, nevertheless would be justified if the authorities be- 
lieved that they could foresee a substantial period ahead in which a 
relatively free money economy would prevail and long-term interest 
rates based on 2.5 per cent long-term government bonds would result 
in an inflationary volume of capital formation. I do not believe, how- 
ever, that such a monetary policy would be justified in order to fight 
what was conceived to be a short period of inflation. This is partly 
because I do not believe that the severity of the immediate impact 
of the disruptive effect would be justified, and partly because, after 
the inflation was over, the remembrance of such a violent decline in 
the prices of fixed-interest bearing securities in the near-term past 
would greatly complicate the problem of encouraging an adequate 
volume of capital formation and so averting a subsequent period of 
depression. Investors have long memories and it is best, if possible, 
that they should be happy ones. 

I have already noted that no one knows what might have been a 
correct monetary policy if the war had really come to an end. During 
the early part of the postwar period, when the prospects of a real 
peace seemed somewhat brighter than they seem today and the fac- 
tors sustaining total demand came primarily from the domestic side, 
the authorities were inhibited, quite properly, I believe, from im- 
posing a more drastic monetary policy by the belief that the period 
of inflation would be short and might soon be succeeded by a period 
in which capital formation should be encouraged. Under these circum- 
stances it seemed appropriate to fight the presumedly brief postwar 
inflation by means other than monetary policy. 

An important exception to this general principle should be noted, 
however. I believe that it would be possible to make effective use of 
monetary policy in fighting even a short inflation if interest rates were 
increased with an official guaranty that they would be reduced later. 
A moderate increase in long-term interest rates, and a still more mod- 
erate decline in long-term bond prices, might be effective for this pur- 
pose since it would be easier to secure the postponement of capital 
formation to a period at which it were known that interest rates would 
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be lower than to choke it off by high rates that were expected to con- 
tinue. It is only by some such type of procedure that monetary policy 
could be adapted to fight a skort period of inflation without undue 
disruption of the capital market and without impairing its ability to 
promote economic stability following the inflation. In the event of re- 
currence of expectations of the type general in, say, 1946 and 1947, 
I believe that the adoption of such a policy would be desirable. It 
would involve substantial changes in debt management techniques, 
however, and was never seriously considered by the authorities at that 
time. 

Today the situation is somewhat different. Under today’s condi- 
tions, the prospect of a long period ahead in which a free money 
economy will prevail and during which a long-term interest rate struc- 
ture based on 2.5 per cent long-term government bonds would be in- 
flationary seems more remote than ever. If real peace should break 
out, 2.5 per cent might be the “correct” rate for a perfectly free econ- 
omy. At least, the chances that this would be the case are sufficiently 
good so that it would be unwise to force long-term government bonds 
to a substantial discount before trying it. If, on the other hand, the 
international situation grows worse, we may have to finance a war; 
and it would be poor fiscal preparedness to throw the government 
bond market into a tail spin in anticipation of such an event. 

Third, in the opinion of a large number of close observers of the 
government bond market, a small increase in the long-term rate of 
interest above 2.5 per cent would have been impracticable. Rightly 
or wrongly, a large proportion of holders of long-term government 
bonds had come to set great store by a support price of par. A support 
price of, say 99 or 98, therefore would not have commanded nearly 
the same degree of investor confidence as did a support price of par, 
and it would have been necessary for the support to have purchased 
a great many more bonds. This, of course, is not an argument against 
raising long-term interest rates if a substantial rise had been economi- 
cally justified. It is merely a statement that a policy of gradualism 
would probably have been impracticable; the rise either had to be a 
worthwhile one or not made at all. 

Fourth, the American capital market is, in fact, highly compart- 
mentalized and the scope of general monetary policy is rather limited. 
I have already expressed the view that little can be hoped for from 
higher interest rates to stimulate saving. They can be helpful only in 
checking excess capital formation. Let us review realistically what 
can be hoped for in this connection: 

About one-half of all outstanding debt is that of the federal gov- 
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ernment. Nothing can be hoped for from raising interest rates against 
the government. The government’s deficit (which corresponds sche- 
matically to capital formation) is determined by other factors than 
interest rates. Actually, the federal government ran a substantial 
budgetary surplus during part of the postwar period and a cash sur- 
plus during most of it. 

The next most important use of credit is for housing. I believe that 
housing credit has been much too easy during the postwar period and 
has contributed to inflationary pressures. But this is principally be- 
cause easy housing credit and low housing rates of interest have been 
expressly promoted by agencies created for that purpose. The obvious 
remedy is to cease the promotion. If that does not prove sufficient 
then, and then only, is it time to talk of hardening housing credit by 
means of a tight general monetary policy. As long as the specific pro- 
motion continues such talk is nonsense.* 

Another large use of credit is for instalment sales and consumer 
loans. Here the rates charged the consumer are so high that the cost 
of funds to the lender is a relatively minor item, and it would continue 
to be relatively minor even if the cost were greatly increased. The 
remedy here is obviously something of the type of Regulation W, 
bearing directly on the terms of the loans to the consumers. 

It appears, therefore, that general monetary policy is not very effec- 
tive in reducing borrowing by the federal government, or in the fields 
of housing and consumer credit. It is likewise very ineffective with 
respect to all internally financed capital formation, whatever the char- 
acter of the final capital goods. Also, it should be noted that the inter- 
est rate most appropriate to internally financed capital formation is 
the earnings rate on common stocks taken at their market prices, and 
this rate has been high throughout most of the post war period. 

There remains, of course, a very considerable field—although a dis- 
tinct minority of the whole—in which general monetary policy can be 
effective. But, here we run into the principle of marginality. In order 
to be effective in this narrow area, monetary policy must increase 
interest rates all across the board, including the interest on the public 
debt. It is simply a question of costs and returns. The interest on the 
public debt is already running at the rate of nearly $6 billion a year. 
There is nothing sacred about this figure. But tax money is extremely 
hard to come by, and we should be positively sure that we are getting 
our money’s worth before we spend it. 

In summary, my fourth point in favor of the postwar policy of low 

3. Despite the changes made in the regulations of the federal housing agencies in the 


fall of 1950, the net impact of federal intervention in the mortgage field is to ease rather 
than to tighten the terms on which money can be borrowed for housing purposes. 
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long-term interest rates is that a tighter monetary policy would have 
been effective over only a minority of the whole field of capital forma- 
tion and that it would not have been a good buy at what it would have 
cost. 

My fifth point is the rather special one that immediately after a 
great war a large proportion of all capital formation consists of back- 
log projects of a much higher than average degree of urgency. Such 
projects are less sensitive to interest costs than the general run of 
peacetime capital formation. This is another reason why the results 
of a tight money policy in the postwar period might have been disap- 
pointing, at least to those who count the costs. 

Short-term interest rates——Thus far I have spoken of a “tight- 
money” policy solely in terms of higher long-term interest rates. 
Consequently, nothing I have said has any bearing on any contro- 
versy between the Treasury and the Federal Reserve System, since, 
at least as far as the published record goes, there has been no disa- 
greement between these agencies for quite a number of years with 
respect to the long-term rate of interest. 

I shall now turn briefly to proposals for higher short-term interest 
rates. Even here, however, my remarks are not intended to be directed 
to the recently publicized Treasury-Federal Reserve controversy on 
short-term rates, as the differences between the rates proposed by the 
Federal Reserve and by the Treasury during that controversy were 
small enough to fall through the rather wide mesh of a general ap- 
praisal paper of this type. 

What, then, can be expected from higher short-term rates without 
any change in long-term rates? 

Higher short-term rates would have some direct effect in discour- 
aging capital formation, but not a great deal as this is related pri- 
marily to long-term rates. 

In the case of a domestic boom, higher short-term rates would also 
serve as a warning to the market, expressed in a form which it could 
readily understand, and might cause many projectors of capital ex- 
penditures to draw in their horns. But such a warning is not likely 
to be very effective at the present time, because the existing inter- 
national situation is generally interpreted as a sure insurance that 
domestic business is not likely to recede because of a deficiency in 
total demand. 

Under present circumstances, I believe that the most important 
thing which would be accomplished by an increase in short-term rates 
is that it would increase bank earnings and so make the banks some- 
what less avid in pushing new loans. But its effect in this direction 
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would tend to wear off as banks became accustomed to the new level 
of earnings and again tried to better it. 

The thing which can be stated with most certainty about an in- 
crease in short-term interest rates is that it would cost the federal 
government a considerable amcint of money. Here again, we come 
to the question of costs and returns. And, here again, under present 
conditions, I doubt if a substantial increase in short-term rates would 
be worth what it would cost. 

I have now given my reasons for approving with some qualifications 
of the easy-money policy of the United States during the postwar 
period. They have none of the beauty, symmetry, and logical sim- 
plicity of the review of the interest rate theory of a quarter of a cen- 
tury ago with which I began my paper. Rather they may seem a series 
of expedients; as Nanki-Poo says in The Mikado: 


A thing of shreds and patches 
Of ballads, songs and snatches 


But, patchwork though it may be, I believe that our present mone- 
tary policy is better suited to our times and to our country than the 
finer graces taught in the schools. 
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THE IMPACT OF LOW INTEREST RATES 
ON THE ECONOMY 


LESTER V. CHANDLER 
Princeton University 


As YOUR CHAIRMAN Has stated, this paper will deal with “The Impact 
of Low Interest Rates on the Economy.” Since it is impossible to treat 
all aspects of this broad subject exhaustively in forty-five minutes or 
less, my remarks will be confined to the most important aspects of the 
problem. I shall deal with the liberal monetary policy which has as- 
sured a highly generous supply of money as well as the maintenance of 
low interest rates since World War II. I shall discuss only those 
effects of easy money which appear to have exerted the greatest 
influence on Federal Reserve and Treasury policies during the post- 
war period. Even some of these topics will have to be treated quite 
briefly. 

To this audience it is unnecessary to describe at length the nature of 
the postwar easy-money policy or to analyze in detail the various 
methods employed to effectuate that policy. It will, however, be useful 
to recall briefly, as a background for our analysis, certain characteris- 
tics of that policy. The following facts are basic for this purpose. 

1. Interest rates were not kept down through legislative or admin- 
istrative fiat limiting the rates that might be paid or charged. They 
were kept down by permitting an easy expansibility of the money sup- 
ply to offset increases in the demand schedules for money and credit. 

2. Open-market operations by the Federal Reserve constituted the 
principal method employed to prevent yields on Governments from 
rising above the levels set by the Treasury and the Federal Reserve. 
In effect, the Federal Reserve passively purchased all federal securi- 
ties that others were unwilling to hold at the officially determined 
yield structure. To the extent that it was committed to an inflexible 
yield structure, the Federal Reserve surrendered control over the vol- 
ume of bank reserves. This is not to say that Federal Reserve pur- 
chases of Governments were the only active factors tending toward 
easy money in the postwar period. Also important were the immense 
accumulation of idle balances carried over from the war period, and 
the sizable gold inflows. Yet it is still true that the policy of main- 
taining low interest rates prevented the Federal Reserve from taking 
more positive actions to limit the money supply. 
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3. So long as Federal Reserve open-market policy was bound to 
the objective of holding down yields on governments, the effectiveness 
of other traditional instruments for general monetary restriction was 
greatly reduced. Discount rates above the yield rates on short-term 
Governments could not be very effective, even through their psycho- 
logical effects, so long as banks and others had enormous amounts of 
short-term Governments that they were free to sell to the passive Fed- 
eral Reserve in exchange for newly created reserve money. And in- 
creases of member bank reserve requirements could be restrictive 
only to the extent that banks and others were reluctant to part with a 
small percentage of their government holdings to restore and even to 
enhance their lending power. In a similar way, the passive open- 
market policy nullified to some extent the anti-inflationary influence 
of Treasury surpluses in 1947 and 1948. As the Treasury used 
some of its surplus to reduce bank reserves, the banks could easily 
replenish their reserves by selling Governments to the Federal Re- 
serve. And the continuance of easy money encouraged private deficit 
financing which tended to offset the government’s current surplus. 

4. Though the immediate effect of this policy was to prevent, or at 
least to limit narrowly, the rise of yields on Treasury obligations, the 
almost inevitable accompanying effect under the circumstances was 
the assurance that money for private purposes would be easily avail- 
able in large quantities at low cost. Banks and other private investors 
held about $200 billion of Treasury obligations and were completely 
free to sell these securities and make loans to private borrowers when- 
ever advantageous to themselves. It was inevitable that they would 
do that as long as the business outlook continued to be highly favor- 
able. Under these conditions, interest rates on private loans could rise 
very little relative to the current yields on governments, and the avail- 
ability of credit for private purposes could not be curtailed very much. 

5. Interest rates in the postwar period have not been very low on 
the average, as compared with any other prosperous period in our 
history, but they have also been unusually inflexible around that low 
level. From 1942 until mid-July of 1947, the yields on short-term 
Treasury obligations were kept almost completely constant, and the 
range of yields on the longest-term marketable issues was between 2.1 
and 2.48 per cent. Then from July, 1947, to August of this year, the 
range of yields was from # of 1 per cent to 1.2 per cent on bills, from 
of 1 per cent to 1.25 per cent on certificates, and from 2.25 to 2.48 per 
cent on the longest-term marketable bonds. It is this very narrow 
range of flexibility, as well as the low average level maintained in the 
postwar period, that I shall criticize later. 


i 
) 








254 The Journal of Finance 


6. Finally, the postwar policy not only maintained low interest 
rates, but also created a strong belief that interest rates either would 
not rise at all in the “foreseeable future,” or that any such rise would 
be strictly limited. Both Treasury and Federal Reserve officials re- 
peatedly stated that for the “foreseeable future” the yield on the 
longest-term marketable governments would be prevented from 
rising about 2.5 per cent; they voiced their strong opinion that short- 
term rates could be raised very little, while the longest rate was held 
at or below 2.5 per cent. Under these conditions, only those who were 
the most skeptical of official pronouncements had reason to withhold 
loans for fear of market increases of interest rates in the future. This 
induced belief in the continuance of low interest rates for the fore- 
seeable future must have done much to enhance the availability of 
money at low interest rates for private as well as public purposes. 

Such were the principal characteristics of the post-war easy-money 
policy. Why was this policy continued in the face of the postwar in- 
flation? The justifications most frequently set forth in official pro- 
nouncements fall into three general categories. First, continuously 
low interest rates facilitated Treasury finance. They held down inter- 
est charges on the national debt, facilitated refunding operations, and 
protected government credit from the deleterious effects of falling 
bond prices. Second, stable low interest rates protected the capital 
position of investors, especially banks and other financial institutions, 
by holding up the prices of long-term fixed income securities. And 
third, the easy-money policy facilitated the postwar reconversion, 
and promoted high levels of production and employment without 
adding significantly to the extent of the inflation. 

I shall devote most of my remaining time to the impact of the easy- 
money policy on the level of employment and output, and on the ex- 
tent of the postwar inflation. This will be done primarily because I 
think this is the most important impact of the easy-money policy on 
the economy, and not necessarily because I believe that this, rather 
than the impact on Treasury finances, was the dominant reason for 
continuing the easy-money policy. 

Running through the official defenses of the continuous easy- 
money policy, one finds this kind of argument: Moderate increases 
of interest rates would do little to retard inflation, while increases 
large enough to be effective for this purpose would not only have un- 
acceptable effects on debt service charges and on the prices of fixed 
income securities, but might also throw the economy into a tail spin. 
If one accepts this line of reasoning, he will probably conclude that a 
moderately restrictive monetary policy is not worth while, and that a 
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more highly restrictive policy is too dangerous to be attempted. In 
my opinion, both this reasoning and its conclusions are erroneous. I 
cannot accept the proposition that there is no middle ground between 
a monetary policy so easy that it feeds inflation and one so restrictive 
that it produces serious unemployment. Moreover, I believe that a 
restrictive monetary policy that produces only moderate increases of 
interest rates can exert a considerable anti-inflationary influence. 
This is, of course, directly contradictory to the view that moderate 
changes in monetary policy have little effect on the rate of spending 
for output. 

Most of the current literature emphasizing the ineffectiveness of 
monetary policy as a stabilization device seems to be based on the 
following propositions: (1) Monetary policy exerts its influence ex- 
clusively through its effects on interest rates; it has no other means 
of influencing the economy. (2) The height of interest rates has no 
effect on the propensity to save, or if there are such effects, their 
direction is not known. (3) The demand for investible funds is high- 
ly interest-inelastic. The conclusion, therefore, must be that since 
changes in interest rates have little effect on either the propensity to 
save or the inducement to invest, monetary policy has little effect on 
the level of national money income or on price levels. This line of 
reasoning, which first equates monetary policy with interest rates 
and then looks only at the effects of interest rates on the propensity 
to consume and on the cost of investible funds, is so overly narrow 
and incomplete as to be seriously misleading. It is not an adequate 
description of the modus operandi of monetary policy.' 

I shall now offer a few criticisms of this narrow view, and suggest 
a more nearly complete list of the various ways in which the transi- 
tion to a more restrictive monetary policy influences the rate of 
spending. 

An adequate account of only the direct immediate effects of the 


1. Many writers who are skeptical as to the efficacy of monetary policy have cited the 
results of the 1938 Oxford study, which concluded that interest rates have little effect on 
entrepreneurial decisions. But H. D. Henderson, who participated in the study, warned 
that too much should not be read into the findings. “. . . It would be very rash to infer that 
the importance of the rate of interest in the working of the economic system has been 
exaggerated. The economists’ presumption that great importance must attach to a factor 
so fundamental as the rate of interest remains, and should not be lightly dismissed. What 
emerges is that the role played by the ordinary business man in the transmission of inter- 
est rate changes is an essentially passive role. The active agents must be looked for else- 
where; and the directions in which they may be found have already been indicated. 
Possibly the suggestions conveyed by the general trend of economic analysis in the past 
have underestimated these other effects of interest changes as much as they have over- 
estimated the direct reactions upon the ordinary business man.” “The Significance 
of the Rate of Interest,” Oxford Economic Papers (October, 1938), p. 10. 
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transition toward a more restrictive monetary policy must include 
all of the following impacts: 

1. The interest-elasticity of the propensity to save. I can con- 
tribute nothing to our generally unsatisfactory knowledge concern- 
ing the responsive which the propensity to consume and save may 
make to changes in interest rates. 

2. The cost-effects of interest rates on investment. I am inclined 
to accept the current view that a considerable part of public and 
private investment, though certainly not all of it, is interest-inelastic 
when and only when two assumptions are valid: First, the state of 
expectations remains unaffected, and second, the change in interest 
rates represents the only change in the availability of investible 
funds. But it is invalid to assume that either of these remains un- 
affected by a shift in monetary policy. Both the state of expectations 
and the non-interest aspects of credit availability are affected by cur- 
rent and prospective monetary policy, and to a significant extent. 
The following points will indicate the nature of these effects. 

3. The impact on expectations regarding the profitability of 
capital expenditures. Monetary policy exerts a more than negligible 
effect on the expectations of potential spenders for capital purposes, 
on the position of their demand schedules for investible funds, and 
even on their willingness to spend currently the money already in 
their possession. The monetary policy actually followed in the post- 
war period was admirably suited to the task of raising expectations 
as to the profitability of new investment. In effect, this policy said to 
everyone: ‘Formulate your plans with a high degree of assurance 
that the continued expansion of over-all effective demand will not be 
retarded by any significant rise in the cost of new money or any 
significant decrease in its availability; there will be no scarcity of 
money to impede the inflationary boom.” But if the easy-money 
policy had been modified and the monetary authorities had made 
clear, both by overt actions and public statements, that they were 
going to restrict the inflationary process, spenders for capital pur- 
poses would no doubt have viewed the future with more caution, and 
this would have been evident in the market by somewhat lower de- 
mand schedules for investible funds and a greater caution in the ex- 
penditure of funds already in the possession of the potential spenders 
for capital purposes. 

4. Credit rationing by the banking system. Banks adjust the 
volume of their outstanding credit not only by changing the interest 
rates that they charge, but also through various credit-rationing de- 
vices. Actually, under the monetary policy followed in the postwar 
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period, banks had no reason to ration credit in a restrictive manner. 
To whatever extent they wished to add to their reserves and lending 
power, they sold government obligations to the Federal Reserve, and 
the cost of such reserves was kepi very low. But if the Federal Re- 
serve had further increased the cost of reserve funds, and had indi- 
cated by other overt actions its reluctance to enhance bank lending 
power, the banks would not only have raised their interest rates on 
loans, but would also have been induced to ration credit more 
restrictively. This tendency toward tighter credit rationing would 
have been intensified by other effects that I shall now mention. 

5. The effect of monetary policy on the prices of longer-term fixed 
income securities. The postwar policy of holding long-term yields 
within very narrow limits had the effect of stabilizing the prices of 
long-term governments at or close to the prices at which most of 
them had been acquired by their holders. These holders, therefore, 
could sell their governments and make private loans without realizing 
more than a small capital loss, and many could actually realize a 
capital gain. But if the prices of these securities had been allowed to 
decline even a short distance below par, at least some of their holders 
would have been more reluctant to reflect on their books the capital 
losses that would have resulted if they had sold the securities in order 
to make private loans. Thus, the availability of loans to private bor- 
rowers could have been reduced by permitting some decline in the 
prices of governments. 

6. The impact of the transition to a more restrictive policy on 
lenders’ expectations as to the course of business and the future 
course of interest rates. The actual postwar policy tended to increase 
the availability of credit by causing lenders to estimate risk at a low 
level. In forecasting the future course of business and the credit- 
worthiness of particular borrowers, lenders were assured that the 
boom would not be seriously threatened by monetary restrictions. 
Lenders could also proceed with a high degree of assurance that any 
rise of interest rates in the foreseeable future would be quite limited. 
But the transition to a more restrictive monetary policy could have 
altered this situation. With the new turn in monetary policy, lenders 
would have been less confidently optimistic about the business out- 
look and induced to scrutinize loan applications more critically. This 
would have applied especially to the more speculative types of loans.” 


2. Assuming that monetary policy operates solely through changes of interest rates, 
Alvin Hansen has argued that a more restrictive policy injures “vital industries” with- 
out curbing speculative activities. “In a pronounced boom it is the speculative activities 
that ought to be clubbed down—not the ordinary run of stable industries. The former, 
however, make extraordinary profits. Any increase of interest hits the vital industries; 
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The newly created uncertainty as to the future course of interest 
rates would also have made lenders more reluctant to commit them- 
selves to new long-term loans. Witnessing a decline in the prices of 
outstanding long-term obligations, they would have viewed new 
issues with more caution. This change in attitude would probably 
have extended to investment bankers, who would have sought out 
new issues with less enthusiasm and might have counseled their cli- 
ents even to postpone some issues and reconsider their plans for 
capital expenditures. 

7. The effect of monetary policy on the tendency of lenders to 
“reach out” for earnings. Under the easy postwar monetary policy, 
some classes of investors felt “starved for earnings.” For example, 
bankers felt that their earnings were too small to enable them to 
make desirable additions to their capital accounts and to pay satis- 
factory dividends to their shareholders. Insurance companies also 
found it difficult to earn the 3 per cent return guaranteed in many 
of their outstanding policy contracts. Therefore, they felt impelled to 
reach out for the higher yields on private obligations wherever the 
risk was not excessive. This enhanced the availability of credit for 
private purposes. But a higher structure of interest rates in general, 
and especially higher yields on governments, might have reduced 
this tendency to “reach out for yields,” thereby reducing the avail- 
ability of credit for private purposes. 

8. The last direct impact of monetary policy on the rate of spend- 
ings that I shall mention is the effect on consumption spending through 
the effect on capital values. It now seems to be generally accepted 
that the propensity to consume is influenced by the behavior of asset 
values. To the extent that the continued easy-money policy held up 
the capital value of fixed-income assets, and perhaps also of equities, 
it probably tended to hold up the propensity to consume. Conversely, 
any fall of asset values brought about by a restrictive policy would 
have tended to hold down the propensity to consume. 

Let me now summarize my argument up to this point. When the 
monetary authorities decide to abandon an inflexible easy-money 
policy and work toward a policy of restriction, they do various 
things to decrease bank lending power and to change the expectations 
of the entire economic community. To assume that monetary policy 
operates only through changes in interest rates, and that these 
but. affects hardly at all the high-profit speculative ventures” (Financing American 
Prosperity [New York: 1945, Twentieth Century Fund], p. 251). But to the extent that 
a more restrictive policy decreases enterprisers’ optimism as to the future course of 


business and profits and causes lenders to estimate risks at a higher level, the results 
may tend to be the reverse of those envisaged by Hansen. 
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changes exert their influence only through their effects on the propen- 
sity to save and on the cost of investible funds, is to misunderstand 
the modus operandi of monetary policy and to understate its effec- 
tiveness for anti-inflationary purposes. It is true that such restrictive 
effects cannot be achieved without some rise of interest rates, but it 
is not true that the restrictive effects are achieved solely through the 
rise of interest rates and their impact on the cost of investible funds 
and the reward for saving. A list of only the direct and immediate 
effects of a more restrictive monetary policy must also give due con- 
sideration to the direct effects on enterprisers’ expectations as to the 
profitability of new investment, to credit rationing by banks as re- 
serve supplies are made more costly and less available, to the effect 
of decreased government security prices on the willingness of in- 
vestors to sell them and make private loans, to the effect on lenders’ 
expectations as to the safety and liquidity of private loans, to the 
generated uncertainty as to the future of interest rates and security 
prices, to the effect on lenders’ incentives to reach out for private 
loans in order to increase their earnings, and to the effects of changes 
in security prices on the propensity to consume. When all these im- 
pacts are taken into consideration, the effectiveness of a monetary 
policy that produces only moderate increases of interest rates is seen 
to be considerably greater than one would expect if he looked only at 
the cost effects of the rate increases. 

But even this expanded list of immediate and direct effects of a 
restrictive monetary policy does not tell the entire story. Those who 
minimize the importance of monetary policy and argue for the supe- 
rior efficacy of fiscal policy usually support their position by pointing 
not only to the immediate direct effects of fiscal actions, but also to 
the multiplier, accelerator, and even tertiary reinforcing effects. Any 
direct and immediate effects of a restrictive monetary policy will also 
set into operation the various types of multiplier effects, and they 
will operate in an anti-inflationary direction by reducing consump- 
tion and investment expenditures. 

If this analysis is correct, the transition toward a more restrictive 
monetary policy which produces only moderate increases of interest 
rates will exert a much greater anti-inflationary effect than would be 
expected from the cost effects of the rise of the interest rate struc- 
ture. I believe that the monetary policy actually followed in the post- 
war period did encourage the inflation and magnify it in no small 
degree, not only by holding down the cost of investible funds, but 
also by encouraging the generally bullish attitude and by encourag- 
ing lenders to make credit highly available at those low interest rates. 
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Moreover, I believe that a more restrictive policy which would have 
produced only moderate increases of long-term interest rates but 
somewhat larger increases of short-term rates, would have diminished 
significantly the extent of the inflation, and could have done so with- 
out any serious effect on employment and production.. In fact, it is 
far from certain that the further rises of expenditures for output that 
occurred in 1947 and 1948 tended to increase total real output. Infla- 
tion itself can lower the efficiency of the economy by inducing inven- 
tory hoarding and interrupting the smooth flow of supplies, by gener- 
ating laxity in both management and labor, and by enabling relative- 
ly inefficient firms not only to retain the productive resources already 
under their control but also to expand their operations. It is surely a 
mistake to assume that further rises of expenditures after relatively 
full employment has been reached will add still more to real output. 

At this point it may be well to add a word of caution. My task here 
is not to offer a complete analysis of the postwar inflation; it is only 
to evaluate the role of monetary policy during that period. I believe 
that the easy-money policy did contribute substantially to the infla- 
tionary process, and that even a moderately restrictive policy could 
have inhibited the process to a useful degree. But I am not claiming 
that postwar monetary policy was solely responsible for the postwar 
inflation, or even that it was the principal dynamic factor. My re- 
marks relate only to the marginal effects of monetary policy, mean- 
ing by that the difference that monetary policy could have made dur- 
ing the period. I would not, however, accept the view that other fac- 
tors, such as the rise of money wage rates, were completely inde- 
pendent of the current monetary policy. 

There remains time for only a few remarks concerning the other 
arguments that were advanced to justify the inflexible type of easy- 
money policy that was actually followed. The first relates to the 
argument that the inflexible pegging policy was preferable to a dis- 
orderly, panicky market in which government security prices would 
fluctuate wildly without control. Some officials recalled the decline 
of Liberty Bonds to the low eighties in 1920 when the national debt 
was only $26 billion, and pointed to the greater potentialities of 
panic with a national debt nearly ten times as large. But this argu- 
ment is beside the point. The Federal Reserve unquestionably had 
the power to control the fluctuations of bond prices, even if private 
sales had been very large. Moreover, with only a few exceptions, the 
critics of the inflexible pegging policy did not suggest that the Fed- 
eral Reserve should abandon the market to panicky and disorderly 
movements. Instead, they proposed a considerably wider range of 
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flexibility for short-term interest rates and a wider, but still limited, 
range of flexibility of the prices and yields on long-term govern- 
ments. They certainly wanted the Federal Reserve to maintain an 
orderly market and to control fluctuations of security prices and 
yields in a way that would contribute to general economic stability, 
including general price stability. In short, the officials who implied 
that the only substitute for the inflexible pegging policy was a pan- 
icky and disorderly market were guilty of posing false alternatives. 
The objections have little relevance to a monetary policy that would 
produce wider but still limited and controlled fluctuations of both 
long- and short-term yields. 

The argument that it was necessary to hold the prices of govern- 
ment securities at par or better at all times in order to protect “the 
credit of the government” is equally unconvincing. I had supposed 
that any debtor, including a national government, could successfully 
maintain its credit rating by evidencing a willingness and ability to 
meet promptly all its interest and principal obligations in terms of a 
money of relatively stable purchasing power. Now it is proposed to 
add something new: the government should a/so protect its creditors 
against any rise of interest rates after its securities have been issued. 
In my opinion, the really serious threat to the government credit is 
not a restrictive monetary policy to combat inflation; it is the threat 
of further deterioration of the purchasing power of the dollar—a 
threat which is intensified by failure to use a restrictive monetary 
policy, as well as fiscal policy, during inflationary periods. 

In my opinion, far too much weight has been given to the argu- 
ment that a continuously easy-money policy should be followed, even 
in the face of inflation, in order to hold down service charges on the 
national debt. In the first place, those advancing this argument usual- 
ly overstate the magnitude and duration of the increase of service 
charges that would result from a restrictive monetary policy, which 
would be limited to inflationary periods. Few proponents of a flexible 
monetary policy for economic stabilization purposes argue a priori 
for secularly higher interest rates; they want rates to rise only in 
periods when that is desirable to combat inflation, and they favor easy 
money and low interest rates at other times. If basic economic condi- 
tions in the future should, in fact, be predominantly inflationary, a 
large and prolonged increase of service charges on the national debt, 
indeed, might result from a monetary policy aimed at general eco- 
nomic and price stabilization. But if the future is not predominantly 
inflationary—if easy money and low interest rates should prove to be 
compatible with general price stability during much of the time—the 
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necessary increase of service charges on the debt could be limited to 
short periods and on the average could be small. 

In the second place, however—and this is much more basic—even 
a considerable increase of interest costs on the debt would be a small 
price to pay for a monetary policy that would significantly retard a 
further inflation of prices after high employment levels have been 
reached. Interest costs on the debt are, of course, transfer and not 
exhaustive payments. Even if a properly restrictive monetary policy 
should increase annual charges on the debt by as much as $4 or $5 
billion, it should certainly be possible to devise a revenue system that 
would redistribute this amount of income among the members of the 
nation with far less inequity than would result from general inflation, 
and the collection of the additional taxes, which would be 2 per cent 
or less of the national income, should have less of an adverse effect 
on the economy than those resulting from the additional price infla- 
tion that is encouraged by the continuance of an easy-money policy 
in the midst of basically inflationary pressures. 

I shall conclude with a general comment. The immense growth of 
the national debt to the point where that part of it in the hands of the 
public now exceeds $200 billion, equal to about one-half of all the 
debt outstanding in this country, does, indeed, represent a revolu- 
tionary change in the financial environment within which the central 
bank must operate. For the foreseeable future, the Federal Reserve 
will probably continue to regulate the volume of bank reserves pri- 
marily through its operations in the government security market, 
and it will continue to control the prices and yields of both short- 
term and long-term governments. Moreover, interest rates on pri- 
vate loans and the availability of money for private purposes will 
continue to be dominated by the yields on government securities so 
long as private investors retain the freedom to shift between govern- 
ments and other securities at their own option. 

Thus the Federal Reserve’s power over the entire credit market, 
both short and long term, is greater than ever before. To the extent 
that this power is employed to hold interest rates at an inflexibly low 
level at all times, despite fluctuations in the demand for money, the 
Federal Reserve must abdicate its control over the money supply. 
This would do little harm if, in fact, the dominant tendency in the 
future should be toward chronic deflation with few and short serious 
inflationary periods. But we cannot be sure that the future tendency 
will be toward chronic and unrelieved deflation. To the extent that 
we do have periods in which inflationary pressures dominate, such an 
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inflexible easy-money policy will encourage and accentuate the infla- 
tion. 

We canot afford to have our central bank operate as an engine of 
inflation rather than as an agency for economic stabilization. There- 
fore, it is highly important that we restore the monetary authority’s 
ability to restrict the money supply in order to combat inflation. I be- 
lieve that this can and should be done primarily through changing 
prices and yields at which the Federal Reserve buys and sells govern- 
ment obligations, especially if the Treasury will adjust the types and 
proportions of its security issues with this objective in mind. But 
if, after a careful analysis and a weighing of its various effects, this 
method is still judged to be unacceptable, other methods of restoring 
an effective control over the money supply should be found, even if 
this should necessitate placing on banks, insurance companies, and 
other financial institutions limits on their freedom to shift between 
government and other securities. I consider such limitations undesir- 
able, but less undesirable than relinquishing control over the money 


supply. 











THE IMPACT OF LOW INTEREST RATES 
ON THE ECONOMY 


( Discussion ) 


Howarp R. BowEN 
University of Illinois 


WE HAVE HEARD two valuable and illuminating papers on the mone- 
tary policy followed in the United States since the end of World War 
II. The two papers agree on many points but there are substantial 
differences between them in emphasis and in general judgment as to 
the soundness of the policy followed. Professor Chandler, whose 
paper I am to discuss, is, on the whole, critical of this policy. He 
holds that with only a “moderately restrictive” tightening of credit 
during the postwar period, the inflationary movement would have 
been “inhibited to a useful degree.” He does not indicate precisely 
what he means by the phrase “moderately restrictive,” but one can 
infer that he is thinking of policy involving increases in interest rates 
of the order of perhaps 1 per cent, plus or minus. One gains the im- 
pression that he is surely not thinking of increases of several per- 
centage points or of an adjustment of interest rates to the returns 
earned on business investments. 

I am inclined to agree that a somewhat tighter credit policy might 
have contributed in a minor way to the control of inflation during the 
past five years. At least, I think that such a policy would not have 
caused serious harm. But, like Professor Chandler, I express this 
view from the vantage point of the present and with the aid of hind- 
sight. If, on the other hand, we view this monetary policy in the con- 
text of the legitimate expectations, and the conflicting considerations 
at the various points in time when it was formulated, I would be will- 
ing to argue that this policy was a reasonable one and perhaps the 
only realistic one. 

The postwar rise in prices, or at least the rise in the price indexes, 
took place almost entirely during the two-year period from the mid- 
dle of 1946 when decontrol occurred to the middle of 1948 when 
prices turned downward. Our problem, then, is: could a different 
and feasible credit policy have appreciably influenced the course of 
prices during this two-year period? I am inclined to answer this ques- 
tion negatively. 


264 





os 











the 
ive 
his 











Impact of Low Interest Rates on the Economy 265 


I would argue that the rise in prices during this period was pre- 
dominantly the result of inflation that had occurred during the war. 
The price adjustments following decontrol (decontrol occurred be- 
fore reconversion was complete) were merely recognition of demand- 
supply relationships that had developed under wartime conditions. 
These price rises were accentuated by the successive rounds of wage 
increases occurring during the period from 1946 to 1948. 

As we emerged from the war, the public was in possession of enor- 
mous quantities of idle money and other liquid assets and was con- 
fronted with relative scarcities of goods. Under these conditions, I 
doubt if a moderate credit policy could have had any significant 
effect. On the other hand, a drastic policy, sufficient to stem the ad- 
vance in prices, would have involved great risk of sending the econ- 
omy over the precipice. At the same time, it would have caused 
serious disorganization in the capital market with unpredictable psy- 
chological effects. In my judgment, and I am afraid that judgment is 
all we have to offer in these matters, the responsible course for the 
monetary authorities from 1946 to 1948 was to accept the wartime 
inflation as a given datum and to go on from there. To have tried to 
undo any significant portion of the wartime inflation would have en- 
tailed serious risks. 

The policy of the credit authorities was even more defensible in 
view of the business forecasts of the early postwar period and the 
general climate of opinion about the long-term economic prospects of 
the country. Subsequent events have shown that early postwar fore- 
casts were mistaken because they were based upon certain wrong 
assumptions, especially with regard to the turn of our international 
relations and responsibilities. But at the time, these wrong assump- 
tions were highly plausible. For the monetary authorities to have 
disregarded them, would have been highly imprudent. 
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